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Coming—With the ‘cold war" developing 
more and more into an economic race, the 
doing of business by American companies 
in foreign countries becomes increasingly 
important. However, under the capitalistic 
system, profits must be made and taxes 
have a habit of skimming off this cream. 
Andrew W. Brainerd's article on the taxa- 
tion of foreign holding companies points 
out a few ways in which the cream can be 
put back into the bottle. 


The Gooding Amusement Company case, 
decided by the Tax Court in November, 
1954, appears to have slid into the un- 
charted waters of the ‘thin corporation” 
with hardly a noticeable ripple. Joseph 
Rabin's article makes some _ prognostica- 
tions concerning this decision. 

Recent developments in state taxation of 
interstate commerce merit Congressional 
action, according to Martin Drazen. His 
article reviews the more important cases 
on this subject. 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart; 
Washington Hditor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson 
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Administrative ece 


FEDERAL 


TAXES A GROUP OF DOCTORS adopting the 


form of an association to obtain the benefits of corporate status 
for purposes of Code Section 401(a), providing for qualification 
of pension plans, is in substance a partnership. The doctor-mem- 
bers are employers and therefore not employees, Further, service 
with such a partnership would not count as a qualifying period 
of employment as to any true successor corporation.—Rey. Rul. 
56-23. 

This ruling constitutes an announcement on the part of the 
Treasury Department that it will not follow the decision of 
the Ninth Circuit in the Kintner case. You will recall that in the 
Kintner case, the court ruled that for purposes of eligibility for 
participation in a qualified retirement plan an association of doc- 
tors had corporate status and that a period of service with the 
predecessor partnership constituted qualifying years of employ- 
ment with the successor corporation. Therefore, outside of the 
Ninth Circuit, it is probably a safe bet to assume that the Com- 
missioner will fight any attempt to emulate the result in Kintner. 


Ir MAKES A DIFFERENCE, taxwise, how 
a sale of real estate is handled. Four men who were engaged in 
the real estate business jointly purchased a number of residential 
lots which were heavily encumbered with liens for delinquent 
taxes. They settled and financed the removal of the liens, sold 
the lots to various purchasers and divided the profits and ex- 
penses in equal shares. The net profits were held taxable as 
ordinary income rather than proceeds from the sale of capital 
assets. Here, the associates had no common office and did not 
publicly advertise the lots for sale. Even so, the association con- 
stituted a joint venture and the sales of the lots were held to be 
in the ordinary course of the business of the venture.—Prady, 


CCH Dec. 21,500, 25 TC —, No. 83. 
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In THIS CASE, the taxpayer husband lost 
to his wife and the Commissioner, The husband attempted to 
deduct as alimony periodic payments which he was required to 
make to his wife under two separate decrees. However, the Tax 
Court found that the first judgment providing for periodic pay- 
ments was not a decree of separate maintenance but merely 
enforced the husband’s obligation of support. With regard to 
the periodic payments made under the prov sions of the second 
decree, the Tax Court held that these were iu.stallment payments 
in discharge of a principal sum which represented the remaining 
and unpaid portion of the wife’s share of her husband’s property. 
The deficiency assessments made by the Commissioner were 


upheld.—Keleher, CCH Dec. 21,539(M), 15 TCM 110. 


But see Frazier v. U. S., 56-1 ustc § 9218 (DC Ark.). Here, 
a divorce decree required the taxpayer to pay his wife $5,000 at 
the rate of $100 per month. Payments were to be made until the 
gross sum had been paid or until the wife died or remarried or 
until the taxpayer died. The payments were deductible as peri- 
odic payments. They were held not to be installment payments 
of a fixed obligation. 


Ir IS PERFECTLY permissible to carry 


more than one hospitalization insurance policy covering hospital 
and doctor bills. But if you do, in computing your deduction for 
medical expenses you are required to reduce the expenditures 
by the aggregate amounts received under the insurance policies, 
regardless of the fact that they do not provide indemnification 
for some of the medical expenditures.—Rev. Rul. 56-18. 


Incidentally, the cost of bottled distilled drinking water is 
not a deductible medical expense—Rev. Rul. 56-19. 


In A CASE RESEMBLING the old shell 
game—the “claim of right” doctrine has been applied to tax an 
attorney on contingent fees received even though he was later 
required to repay the fees to his clients. The attorney was re- 
tained to secure refunds of state sales taxes for a fee based upon 
a percentage of the amounts recovered. He was successful in the 
trial court and in 1948 and 1949 he received and spent his agreed 
percentages of the tax refunds. Late in 1949, the decision was 
reversed on appeal, rehearing was denied in 1950 and in subse- 
quent litigation the state collected the refunded taxes from the 
attorney’s clients. The attorney was held taxable for the con- 
tingent fees received in 1948 and 1949. Any deduction for repay- 
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ment of the fees could be taken in the years of repayment.— 


Phillips, CCH Dec. 21,516, 25 TC—, No. 89. 


Under the “claim of right” doctrine, as established by the 
United States Supreme Court, if a taxpayer receives earnings 
under a claim of right and without restrictions, they are taxable 
in the year received whether he sees fit to enjoy them or not. 
This is so even though it may still be claimed that he is not 
entitled to retain the money and even though he may later be 
adjudged liable to restore its equivalent (North American Oil 
Consolidated v. Burnet, 3 ustc { 943, 286 U. S. 417). Litigation on 


this issue usually involves the question as to what constitutes a 
claim of right or the determination of whether alleged restrictions 
on the receipt of the income operate to defer its inclusion in gross 


income. 


Loan COMPANIES sometimes execute 
mortgages which provide for the making of future advances in 
addition to the original loan, These later advances or loans are 
secured by the same original mortgage. Such a transaction is 
called an “open-end mortgage.” An advance of money by a mort- 
gagee under an open-end mortgage providing for subsequent 
loans to a mortgagor secured by the original mortgage does not 


have priority over an intervening recorded federal tax lien.- 
Rev. Rul. 56-41. 


In the case of an open-end mortgage, which covers future 
advances, it is possible that no future advances will ever be made. 
Therefore, until such an advance is actually made, there can be 
no fixed and specific or perfected lien under federal law as dis- 
tinguished from a mere contingent lien. 


You MAY NOT DEDUCT, as a nonbusi- 
ness expense, premiums paid on life insurance policies assigned 
by a debtor to you as security.—U. S. v. Mellinger, 56-1 ustc 
§ 9183 (CA-5). 


Here, the debtor had borrowed the full cash surrender value. 
The amounts paid by the taxpayer for premiums and interest on 
policy loans, together with the debt owed by the insured, had, 
prior to the taxable years, aggregated more than the proceeds 
of the policies subsequently realized. Notwithstanding that the 
payments were made by the taxpayer in a bona-fide effort to recoup 
an earlier loss, the expenditures during each of the taxable years 
to keep the policies in force were disallowed. The Fifth Circuit 
found that the payments were analogous to capital expenditures, 
not to sums paid for conservation or maintenance of property. 
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Congressional Committee 


Staff Report on 


Personal Income Tax Policy 


Washington Tax Talk 


The Tax Court 


Our cover.—Featured on our cover this 
month are the two latest appointees to the 
Tax Court, Craig S, Atkins and. John E. 
Mulroney. 


Judge Atkins has a long record of federal 
service. From 1927 to 1937, he was an at- 
torney with the United States Board of Tax 
Appeals (now the Tax Court of the United 
States). From 1937 to 1949, he was an 
attorney in the Office of Chief Counsel, 
Internal Revenue Service, and Assistant 
Head of the Interpretive Division. During 
the period 1949 to 1951, Judge Atkins served 
as Tax Advisor to the Economic Coopera- 
tion Administration Mission to Greece and 
to the Greek Government. Since 1951, he 
has been with the Office of Chief Counsel 
serving as Assistant Chief Counsel from 
1954 to the time of his appointment to the 
Tax Court. Judge Atkins took office Sep- 
tember 1, 1955, succeeding Judge Charles 
Rogers Arundell, for term expiring June 2, 
1962. 

Judge Mulroney served as County Attor- 
ney of Webster County, Iowa, from 1929 to 
1933. During the period 1939 to 1942, he 
was Assistant Attorney General of Iowa. 
From January 1, 1943, to the time of his 
appointment to the Tax Court, he served 
as a Justice of the Iowa Supreme Court 
from which office he resigned to accept his 
appointment. Judge Mulroney was appointed 
to the Tax Court October 5, 1955, to suc- 
ceed Judge Ernest H. Van Fossan, retired, 
for term expiring June 2, 1956. 


The Congress 


Representative Cooper, chairman of the 
House Ways and Means Committee, has 
introduced H. R. 9166, a bill to extend for 
one year (from April 1, 1956, to March 31, 
1957) the existing corporate income tax 
rate of 52 per cent, and the existing excise 


Washington Tax Talk 


tax rates on some alcoholic beverages, mo- 
tor vehicles, gasoline, special fuels and cigar- 
ettes. This extension is in accordance with 
the recommendations of the President in his 
budget message to Congress. 


In addition, another bill dealing with ex- 
cise taxes (H. R. 9075) has been introduced 
by Representative Boggs. This bill would 
provide increased revenue from taxes on 
motor fuel, tires, trucks and busses to 
finance the new road bill (H. R. 8836). 


The bill to raise needed road-building 
revenue by increasing existing taxes on 
diesel fuel, special motor fuels, gasoline, 
trucks, truck trailers, busses and on tires 
would not only eliminate the scheduled 
April 1 reduction, but it would increase the 
taxes as follows: 


diesel fuel—from two cents to three cents 
a gallon; 


special motor fuels—from two cents to three 
cents a gallon; 


trucks, truck trailers, busses, etc—from 8 
per cent to 10 per cent; 

tires of type used on “highway vehicles” 
—from five cents to eight cents a pound; 

gasoline—from two cents to three cents 
a gallon; 


tread rubber—a new tax of three cents a 
pound. 


Individual Income Tax Policy 


A Subcommittee on Tax Policy of the 
Joint Committee on the Economic Report 
has been conducting, since March, 1955, a 
study of federal tax policy for economic 
growth and stability. A rather compre- 
hensive staff report was prepared at the 
request of the subcommittee for its use in 
its December, 1955 hearings. The report 
consists of information and statistics about 
each of the major elements of the federal 
revenue system under examination by the 
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subcommittee in its current study. At this 
time, however, we shall content ourselves 
with aspects of the report relative only to 
the individual income tax. 

The structural features of the individual 
income tax have been one of the major 
sources of controversy since the inéeption 
of the tax. Presently, this controversy hinges 
on basic questions relative to the effect of 
the steeply graduated rate structure on 
work and investment incentives and the 
effect of the complete income tax structure 
on income distribution, on effective pro- 
gression and on the sensitivity of the tax to 
changes in personal income. The following 
is based upon the staff report prepared for 
the subcommittee. 


Impact of rate structure on personal in- 
centives.—Statutory tax rates under the 
present law range from 20 per cent on tax- 
able incomes under $2,000 ($4,000 in the 
case of joint returns) to 91 per cent on tax- 
able incomes in excess of $200,000 ($400,000 
in the case of a joint return). There is 
general agreement that this rate structure 
is a steeply progressive one, both in terms 
of the range of rates—71 percentage points 
from the bottom to the top of the rate 
structure—and the relatively limited range 
of income—$2,000 to $200,000—over which 
these rates are spread. 

Considerable opposition has developed to 
the sharp graduation of rates in the income 
tax. This is reflected in a number of pro- 
posals which have been advanced in recent 
years for a constitutional amendment which 
would limit the spread between the bottom 
and top marginal tax rates to, say, 15 per- 
centage points. 

One of the principal 
which such proposals are based is that steep 
income tax progression has significantly 
adverse effects on personal incentives for 
extra effort in providing labor or managerial 
services, and for assumption of business 
and investment risks. In the former case, 
it is argued that such additional efforts nec- 
essarily involve costs in terms of leisure 
and recreational activities which must be 
given up, and the greater the proportion of 
the additional money income which must 
go to pay taxes, the greater the likelihood 
that the money income left after taxes will 
be inadequate to warrant the costs. In the 
latter case, the argument is made that the 
steep graduation of rates acts a highly 
restrictive rationing device which eliminates 
high-risk ventures since the greater the de- 
gree of graduation, the greater the possi- 
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bility that the after-tax yield which might 
be realized will be less than the tax value 
of the possible losses. 


Those who favor a highly progressive 
income tax point out that the record of the 
economy’s performance over the past dec- 
ade does not confirm these consequences. 
They contend that the rate of capital forma- 
tion during this period evidences no lack of 
investable funds, that the rate of formation 
of new businesses has not fallen, nor has 
there been any significant trend toward a 
decrease in labor force participation and 
hours of work which may not be accounted 
for by long-term institutional tendencies. 

It is also argued that the statutory rate 
structure suggests a great deal more rate 
progression in the income tax than in fact 
exists. It is pointed out that, contrary to 
a widespread impression, progression in the 
rate structure applies only to a very limited 
amount of income. In the first place, the 
present system of exclusions and deductions 
serves to remove about 60 per cent of total 
personal income from the tax base. Sec- 
ond, of the remaining 40 per cent of income 
actually subject to tax, only a very small 
portion is subject to the progressive ele- 
ment in the rate structure. Individual in- 
come tax liabilities in 1951 amounted to 
$24.2 billion, or 24.6 per cent of total taxable 
income. Since the statutory first bracket 
rate in that year was 20.4 per cent, the 
over-all 24.6 per cent effective rate indicates 
that only 18.2 per cent of taxable income 
was subject to tax at rates above that appli- 
cable to the first bracket of taxable income. 
Moreover, when measured against adjusted 
gross income, the over-all effective rate of 
tax was only 13.1 per cent. 


Sensitivity of tax to changes in personal 
income.—In recent years, there has been 
increasing recognition of the importance of 
the individual income tax in fiscal policy 
aimed at economic stabilization. The ex- 
pansion of the tax base and the adoption 
of the current payment system in the early 
1940’s served to highlight the contribution 
which a broad-based, pay-as-you-go indi- 
vidual income tax might make in leveling 
out short-term fluctuations in economic 
activity. Inflationary expansion of personal 
income tends to be damped down by the 
resulting automatic increases in income tax 
liabilities. When personal income is falling, 
on the other hand, automatic reductions in 
income tax liabilities result in a smaller 
decline in disposable income, serving to 
bolster consumption. 


(Continued on page 206) 
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the Individual’s Tax Return 


By LOUIS L. MELDMAN 


‘A stitch in time saves nine.”’ 


This discussion may turn out to be that 


stitch’ for some tax practitioners during the busy 


time ahead. It provides a check list of 


information (though not a complete tax course) essential to 
the preparation of most individuai income tax returns. 


HIS DISCUSSION is limited to indi- 

vidual income tax returns. It is not in- 
tended to be a complete tax course, since 
only a few highlights can be covered. These 
will deal, in the main, with new provisions 
introduced by the 1954 Code and with old 
provisions rewritten and changed by it. 


FILING TAX RETURN 
Who Must File 


(1) Every citizen or resident of the United 
States with gross income of $600 or more 
must file. (Note: The $600 applies to gross 
income, not to adjusted taxable 
income. ) 


gross or 


(2) Exceptions are as follows: 

(a) A person over 65 (at the close of the 
taxable year) is not required to file a return 
unless his gross income is $1,200 or more 
(Internal Revenue Code Section 6012(a)). 

(b) If a taxpayer is self-employed (re- 
gardless of age), he must file a return if net 
earnings from self-employment are $400 or 
more (Code Section 6017). 


Individual’s Return 


(3) Minors: A minor, like others, must 
file if gross income exceeds $600, even if 
his parent is entitled to a dependency credit. 


When Must Return Be Filed? 

(1) Calendar-year taxpayers must file on 
or before April 15. 

(2) Returns for fiscal years are due three 
and one-half months after the close of such 
year. 

(3) Returns must be filed prior to a period 
of extension. Extension is granted in most 
cases for 90 days; it cannot exceed six months. 

A tentative return is not a tax return as 
such (Olympia Veneer Company, Inc., CCH 
Dec. 6823, 22 BTA 892). If no further 
return is filed, there may be a penalty for 
failure to file a return. 


Amended Returns 


An amended return may be filed within 
the time allowed for the filing of the original 
return (takes the place of the original). 
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After the due date, the amended return 
has no legal effect. 

If an attorney suspects fraud, an amended 
return should not be filed. 


Examples.—Harry Sherin, CCH Dec. 17,137, 
13 TC 221. After OPA proceedings, the 
taxpayer filed an amended tax return and 
paid tax. Held: The amended return did 
not eliminate fraud. See Hirschman, CCH 
Dec. 17,074, 12 TC 1223. 

Wilson, CCH Dec. 15,287, 7 TC 395. The 
penalty on the difference between the amount 
on the original return and the final tax is 
as follows: 

1940, return, $2,000 tax. 

1941, amended return, $2,500. 
$4,500. 

1942, final tax on audit, $7,500, or an added 
$3,000. 

Penalty of 50 per cent on $5,500. 

Such filing might result in extending the 
statute of limitations on criminal prosecution. 


Total tax, 


Exemptions Claimed on Return 


(1) Individuals are allowed to deduct the 
following exemptions in figuring their tax- 
able income: 


An exemption of $600 is allowed for the 
taxpayer. A like exemption is allowed for 
the taxpayer’s spouse if no joint return is 
filed and if the spouse has no income and 
is not a dependent of another. In the case 
of a joint return a combined exemption of 
$1,200 is allowed. (If the taxpayer's wife 
is supported by her father, there is no ex- 
emption for the wife allowed to the taxpayer 
(Code Section 151(b)).) 


Old-age and blind exemptions are allowed, 
dependent upon the status of the individual 
at the end of the year. A taxpayer is al- 
lowed $600 additional exemption at the end 
of any year in which he is 65 years of age 
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or over. An additional $600 exemption is 
allowed for the spouse of taxpayer under 
like conditions (Code Section 15l(c)). A 
taxpayer is also allowed a $600 additional 
exemption at the end of any year in which 
he is blind. An additional $600 exemption 
is allowed for his spouse under like con- 
ditions (Code Section 151(d)). Extra old- 
age or blind exemptions are not allowed for 
dependents. 


A $600 exemption is allowed for each de- 
pendent (Code Section 151(e)). Dependents 
must be related to the taxpayer (Code Sec- 
tion 152) by family relationship (this in- 
cludés an adopted child) or by reason of 
their residing in his household. The latter 
classification includes any person, not a rela- 
tive, whose principal place of abode is the 
taxpayer’s home and who is a member of the 
taxpayer’s household (this would include an 
unadopted foster child). 


“Dependent” also would include a cousin 
in an institution because of mental or physi- 
cal illness, but who had been a member of 
the same household. In addition, the other 
tests must also be met. 

The taxpayer must provide more than 
one half of the dependent’s support. (The 
fair rental value of lodging furnished should 
be considered (Blarek, CCH Dec. 20,914, 23 
TC —, No. 129 (1955)).) 


The dependent must have less than $600 
gross income during the taxable year. See 
John Gooch, CCH Dec. 20,112, 21 TC 481 
(1954), and John B. Rives, CCH Dec. 
17,421(M), 8 TCM 1094 (1950). In the 
latter case, the taxpayer’s son had earned 
$500.37, and had expenses connected with 
his work of $2.50. The taxpayers were en- 
titled to consider him a dependent (old law). 

The dependent must be a citizen of the 
United States, unless a resident of the United 


States or of a country contiguous to it (Sar- 
miento, CCH Dec. 19,687, 20 TC 446). 
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The $600-income provision does not apply 
to a child under 19 or to a full-time student; 
the latter must be a full-time student for 
five months of the year at an educational 
institution or pursue a full-time course of 
institutional on-farm training under the 
supervision of an accredited agent. 


(2) A dependent child may claim an ex- 
emption on his return, as a taxpayer. If he 
has $600 in income, he must file, but can 
claim exemption of $600. A father who 
provides over half of his child’s support, 
may claim the child as a dependent. 


(3) Group contributors under multiple- 
support agreements are covered by Code 
Section 152(c). If several people support 
a dependent, one taxpayer can claim a de- 
pendency credit, if: 


(a) No one person contributed over half 
of the support. 


(b) Each member of the group could 
have claimed exemption for the dependent 
except for the support requirement. 


(c) The person claiming the exemption 
provided over 10 per cent of the dependent’s 
support. 


(d) Each person providing over 10 per 
cent of the dependent’s support signs a dec- 
laration that he will not claim such depend- 
ency exemption in that year (Form 2120). 


Joint Returns 


(1) A husband and wife may file joint 
returns (Code Section 6013) on any of the 
federal forms. They must be married at 
the end of the year, and both must be citi- 
zens or residents. A joint return may be 
filed even though one spouse has no income 
or deductions. The election to so file is 
made annually; it may be changed up to 
three years after the last day prescribed 
for filing the particular return. The declara- 
tion may be single or joint. The joint filing 
usually results in less tax, except where 
each taxpayer wants a $1,000 capital loss or 
where the medical deduction would be higher 
if separate returns were filed. The tax 
should be figured on one half of the income, 
and multiplied by two. 


(2) An executor or administrator may, on 
the death of one spouse, file a joint return 
(Code Section 6013(a)(3)) with the surviv- 
ing spouse for the year of the death. If 
there is no executor or administrator, the 
surviving spouse may file a joint return 
alone. If, however, an executor or adminis- 
trator is later appointed, he may disaffirm 


Individual'’s Return 


such joint return within one year after the 
last day prescribed by law for filing the 
return of the surviving spouse. No joint 
return may be filed if the surviving spouse 
remarries before the close of the year. 


(3) The surviving spouse (widow or 
widower) may file a joint return and have 
the benefit of splitting income. This provi- 
sion applies to the two years following the 
year of the spouse’s death, provided that 
the surviving spouse maintains as his home 
a household which is the principal place of 
abode of a dependent child (son, stepson, 
daughter, stepdaughter). 

Example.—A’s wife died in September, 
1954. A continues to live in their home, and 
two children—aged 12 and 14—live with 
him. These circumstances existed through- 
out 1955, and at the end of that year A had 
not remarried. As a surviving spouse, he 
(a) could, for 1954, file a joint return for 
the year of his wife’s death and (b) for 1955 
and for 1956 (if the circumstances outlined 
above continue to exist), he can file a joint 
return. 


Heads of Households 


(1) Under the old law, a head of a house- 
hold received one half of the benefits of a 
married couple through the splitting of in- 
come. It was necessary to have a qualified 
dependent relative living in the taxpayer’s 
household. 

(2) 1954 Code Section 1(b) provides for 
a special tax rate, adjusted to make available 
to the head of a household one half of the 
tax benefits available to married persons 
filing joint returns. An individual is the 
head of a household if he is not a surviving 
spouse (this eliminates the first three years 
after the death of his spouse) and if he is 
not married at the close of the year, but 
he maintains a household which is the prin- 
cipal place of abode of a child or one of its 
descendants or any other dependent except 
an unadopted foster child or a cousin in an 
institution. A child does not have to qualify 
as a dependent unless such child is married. 
A dependent parent does not have to live in 
the taxpayer’s household, but the taxpayer 
must furnish over half of the cost of main- 
taining the parent’s home. 


DECLARATIONS OF ESTIMATED TAX— 
CODE SECTION 6015 


Who Must File 


(1) If a taxpayer does not expect to have 
more than $100 gross income other than 
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wages subject to withholding, a declaration 
of estimated tax is required if he expects 
his gross income to exceed $5,000 if he is 
single; $10,000 if he is head of a household 
or is a surviving spouse; and $5,000 if he 
is a married individual entitled to file a joint 
declaration with his spouse, if the expected 
combined gross income of both spouses can 
be expected to exceed $10,000. 


(2) If a taxpayer expects more than $100 
in gross income other than wages subject to 
withholding, a declaration is required if his 
gross income is expected to be more than 
the number of his exemptions times $600 
plus $400. (In the case of a married tax- 
payer with two children and dividends over 


$100: $600 x 4 = $2,400 + $400 = $2,800.) 


Filing Dates (Code Section 6073) 


(1) Filing dates for calendar-year tax- 
payers are as follows: April 15, June 15, 
September 15, January 15. 


(2) In lieu of a final declaration, the in- 
come tax return may be filed and the tax 
paid on January 31 (Code Section 6015(f)) 
if the final tax is greater than the prior 
declaration. If a return is not filed on Janu- 
ary 31, the last day for filing a declaration 
is January 15. 


(3) A farmer may, however, file his initial 
declaration and pay his tax on January 15. 
A final return may be filed and the tax may 
be paid on February 15 to eliminate any 
estimate. 


Penalties for Underpayment 
of Estimated Tax (Code Section 6654) 


(1) There is a 6 per cent penalty per 
annum for underpayment. (The old law 
had several penalties.) 

(2) The amount of the underpayment is 
considered to be the difference between the 
payment made and 70 per cent of the amount 
payable per installment as shown on the final 
income tax return. For farmers, the per- 
centage to be used is 66%. (Note: If no 
estimate was filed, the penalty is based on 
the correct tax for the year as determined 
in tne agent’s examination. ) 

(3) Exceptions (Code Section 6654(d)): 
No penalty will be imposed if the total of 
payments of estimated tax made by any in- 
stallment date is equal to: 

(a) The tax on the prior year’s return or 


(b) The tax on the prior year’s income, 
etc., but using this year’s exemptions and 
rates or 
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(c) Seventy per cent of the tax computed 
by annualizing actual income for the quar- 
ter prior to the installment due date, for 
instance: 

Earnings, January through 


March .. $ 2,000 
$2,000 x 12 (annualization) $24,000 
$24,000 + 3 months . 


Less exemptions . 
Figure tax on 
Tax 

70% of tax 


or 


(d) Ninety per cent of thé tax computed 
at current rates on actual income for the 
period (as though a full year). 


Example.—A earns $48,000 per year (paid 
monthly). $720 per month is withheld. On 
April 15, he has already received $12,000 
($4,000 per month). On $12,000 per year, 
his tax—as a married man with two children 
—would be $1,836. His required payment 
is 90 per cent of that amount, or $1,652.40. 
Withholding has amounted to $2,160. There 
is no payment due on the first installment. 


(4) There is no penalty for failure to file 
other than a 6 per cent charge. An amended 
declaration or the payment of additional esti- 
mated tax does not reduce the 6 per cent 
penalty applicable to an earlier installment. 


DETERMINATION OF TAXABLE INCOME 
Formula (Code Section 63) 


(a) The formula for determination of tax- 
able income is as follows: 


Gross income — Class A or business deduc- 
tions = adjusted gross income. 


Adjusted gross income — Class B or per- 
sonal deductions (or standard deduction limited 
to 10 per cent of adjusted gross income, or 
$1,000—whichever is the lesser) — exemp- 
tions = taxable income. 


Gross Income (Code Section 61 (a)) 


Gross income includes the following items: 
(1) business receipts, (2) wages, salaries, 
commissions, bonuses and tips, (3) reim- 
bursements for expenses, (4) dividends and 
interest received, (5) rents and royalties, 
(6) prizes, (7) alimony and (8) any other 
remuneration in property or money. 
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Deduclions from Gross Income 


Class A deductions (Code Section 62) 
include: 

(1) Business expenses. 

(2) Travel expenses away from home. 

(3) Transportation costs of an employee 
(Code Section 62(2)(C)). 

(4) Outside salesmen’s expenses (Code 
Section 62(2)(D)). 

(5) Employee’s reimbursed expenses. 

(6) Expenses attributable to rent and 
royalty income. 


Deductions from Adjusted Gross Income 


Personal or Class B deductions include: 

(1) Charitable contributions (Code Sec- 
tion 170). 

(2) Certain taxes paid (Code Section 164). 

(3) Interest paid (Code Section 163). 

(4) Certain casualty losses incurred (Code 
Section 165). 

(5) Certain medical expenses paid (Code 
Section 213). 

(6) Personal investors’ expenses 
Section 212). 

(7) Child care expenses (Code Section 214). 

(8) Alimony paid (Code Section 215). 

(9) Miscellaneous items. 


(Code 


EXCLUSIONS FROM GROSS INCOME 
OR CREDITS AGAINST TAX 


Dividends 

(1) There is a $50 annual exclusion of 
dividends received. All remaining dividends 
are includable in gross income (Code Sec- 
tion 116). On a joint return, each spouse is 
entitled to the exclusion on his dividend 
income. If stocks are jointly held, half of 
the dividend belongs to each spouse. 

Example.—A husband and wife file a 
joint return for 1955. The husband received 
$80 in dividends; the wife received $30. On 
a joint return, they exclude a total of $80 
of the $110 in dividends. If the stocks were 
jointly held, the exclusion would have been 
$100. 

(2) Dividends in excess of the exclusion 
are includable in gross income, and form 
the basis for the dividend credit against the 
tax. The credit is 4 per cent of dividends 
included in gross income. The limit of the 
credit is 4 per cent of taxable income for 
1955 and later years. 

Example.—A, single, has dividends of 
$2,050, other income of $8,000, and deduc- 
tions of $2,000, including personal deduc- 
tions and exemptions. 


individual's Return 


The computation is as follows: 
Dividends $2,050 


Less exclusion 50 


$ 2,000 


Other income 8,000 


$10,000 


Adjusted gross income 
Less: Personal deductions 
Exemption 


Taxable income 


Tax on $8,000 

Credit: 4% of $2,000 
of the included 
dividends 80 


$1,960 


Net tax $1,880 


(Note: Where taxable income is $8,000, 
the credit can be as high as $320, if the 
dividends are high enough.) 

(3) Dividends from certain types of cor- 
porations are not subject to the exclusion 
or the credit: certain insurance companies, 
foreign corporations, farmers’ cooperatives, 
etc., and savings and loan associations, 
whose payments are like interest. 


Life Insurance Proceeds 


(1) Life insurance proceeds paid by rea- 
son of the death of the insured are ex- 
cluded from gross income. Concerning in- 
stallment payments of such proceeds, the 
1939 Code provisions apply if the insured 
died before August 17, 1954. If the pro- 
ceeds are left with the insurer at interest, 
the interest is taxable. After August 17, 
1954, that part of an installment payment 
which represents interest must be included 
in the beneficiary’s income (Code 
Section 101(d)). If the beneficiary is the 
insured’s spouse, he or she is entitled to 
a $1,000 exclusion. 


Example.—Ten thousand dollars payable 
to the insured’s wife is to be paid over a 
period of ten years. The wife will receive 
$1,200 per year. Two hundred dollars per 
year represents interest and is included in 
the beneficiary’s gross income; however, it 
is excluded because she is the spouse, and 
it is less than $1,000 per year. 

In the case of a transfer of a policy for 
a consideration, only the cost of the policy 
and premiums is excluded. 


Example.—A insures B’s life for $10,000. 
A few years later, A sells the policy to C 
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for $1,000. C pays $1,000 more in premiums. 
B dies, and C collects $10,000. Of that sum, 
$8,000 constitutes income. 


This transfer rule does not apply if the 
transfer is made to the insured, to the in- 
sured’s partner or to a corporation of which 
insured was a shareholder or an officer. 

(2) Proceeds paid for reasons other than 
the death of the insured are covered by 
Code Section 72(e)(1)(B) and (2)(B). Ex- 
amples of such proceeds are the cash-sur- 
render payment and the payment upon the 
maturity of an endowment policy. In a 
lump-sum payment, the cost is to be ex- 
cluded from proceeds in the year received. 

Example.—A taxpayer surrendered an en- 
dowment policy and received its cash value 
of $5,000 in a lump sum. The total prem- 
iums which had been paid were $4,000. The 
difference of $1,000 was taxable as income. 

Under the three-year rule for lump-sum 
payments, income can be spread over three 
years (Code Section 72(e)(3)). The tax 
cannot be greater than if the gain were re- 
ceived equally in the current year and two 
prior years. 

Example.— 

Endowment proceeds 
Cost of policy 


2,000 
1,700 


Income $ 300 

The tax for 1953 is to be refigured with 
an added $100 of gross income. The tax for 
1954 is to be refigured with an added $100 
of gross income. Included in the tax for 
1955 is an added $100 of gross income. The 
added tax for 1953 and 1954 is then to be 
added to the tax for 1955. 

The 60-day installment-option rule (Code 
Section 72(h)) provides that if a person 
elects to take payment in installments rather 
than in a lump sum within 60 days after the 
payment is due, annuity rules apply. 
from a veteran’s war-risk insur- 
ance are not taxable. By specific provisions 
(Section 3 of Public Law 262, Seventy- 
fourth Congress), none of the proceeds of 
the cash-surrender value of converted vet- 
eran’s war-risk insurance policies are taxable 
either to the veteran or to his beneficiary. 
Dividends on “veteran’s insurance” policies 
are also exempt. 


Proceeds 


Annuities 

(1) Generally defined, an annuity is a 
series of periodic payments which continue 
from a given time for the remaining life of 
an individual. By the 1954 Code rule, an 
annuity is a periodic payment for a period 
certain or for one or more lives, 
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(2) Under the present rule (the new ex- 
clusion rule), the total “expected return” 
under the annuity must first be determined. 
If payments are for life, the life expectancy 
must be determined, and then multiplied by 
the annual payment. 


Example.—If the payments are $600 per 
year for life, beginning at age 64, and the 
life expectancy is 15.6 years, $600 is to be 
multiplied by 15.6 to get the expected re- 
turn, or $9,360. 

Life expectancy is determined by refer- 
ence to actuarial tables prescribed by the 
Secretary of the Treasury or his delegate. 

If payments are for a period certain, an- 
nual payments are to be multiplied by the 
number of years certain. 

Example.—If payments are made at the 
rate of $2,000 per year for 10 years, the ex- 
pected return is $20,000. 

The next step’is to determine the “an- 
nual annuity exclusion.” The investment in 
the contract is prorated over the expected 
number of payments to determine the ex- 
cludable portion: 

Total investment 
= Exclusion ratio 
Expected return 
Exclusion ratio X annual payment = 
annual exclusion 
Example.— 


Investment 


$10,000 


Expected return 15,000 
10 
—, or 66% exclusion ratio. 


15 


If an annuity is $1,500, the excludable 
amount is $1,000. Tax will be paid on $500 


(3) Pensions, when they are amounts dis- 
tributed to employees or beneficiaries of 
exempt trusts, are taxed as annuities. The 
consideration paid for such an annuity in- 
cludes all contributions to the plan by 
an employee. 


Example.—A corporation has a pension 
plan, and contributes $300 per year on an 
employee’s $5,000 salary for 20 years. The 
employee retires at age 65, having paid in 
$150 per year, or $3,000. His life expectancy 
at age 65 is 15 years. He receives a pen- 
sion of $50 per month. 


$600 x 15 years = $9,000, expected return 
Cost $3,000 x $600 (annuity) 


Expected return $9,000 
33% x 600, or $200, excludable portion. 
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An employee dies, and his wife receives 
$1,200 per year for ten years. He had paid 
in $4,000 before his death: 


Cost 
Tax-free benefits to beneficiary 


Expected return 
75% of each $1,200 payment 
Balance 


Total annuity payment 


(Note: This provision is not applicable to 
a former employee if the employer paid part 
of the consideration for the annuity and 
if the amounts paid the first three years 
as the annuity equal or exceed the cost to 
the employee. Code Section 72(d) provides 
in such a case that the annuity payments be 
excluded until there has been excluded an 
amount equal to the contributions by the 
employee. ) 

The former rule on annuities provided 
that 3 per cent of the cost was taxable in- 
come, and everything over 3 per cent was 
tax-free. After the cost had been recovered, 
the balance was all taxable. 


Example.—An employee paid $10,000 for 


an annuity, and received $1,000 per year. 
Three per cent of $10,000, or $300, was 


taxable and $700 was excluded. After ten 
years, $7,000 had been excluded. After 14 
years, $9,800 had been excluded. For the 
fifteenth year, $200 was excluded, and the 
balance was taxable. Thereafter, the whole 
annuity was taxable. (Note: Under the 
old law, payments for a fixed period were 
not considered an annuity, and cost was 


first recovered before payments were taxable. 


In the handling of tax returns involving 
old annuity contracts, the investment in the 
contract as of January 1, 1954, should be 
determined. The return of capital excluded 
from tax in prior years should be subtracted 
from the original investment. 

Example.—An employee paid $10,000 for 
an annuity on December 31, 1952. He re- 
ceived an annuity in 1953 of $10,000. Seven 
hundred dollars was excluded. The remain- 
ing investment as of January 1, 1954, there- 
fore, was $9,300. 


Gifts and Bequests 


(1) Receipts from gifts and bequests lack 
the element of consideration, and are ex- 
cluded from income. To be treated as in- 


Individual’s Return 


$4,000 
5,000 


$ 9,000 
= 75% 


12,000 ($1,200 x 10) 


$ 900 (excluded) 


300 (taxable) 


$1,200 


come there must be consideration—either 
past or present. (See Washburn, CCH Dec. 
14,900, 5 TC 1333 (payment from “Pot O’ 
Gold” radio program held a gift).) 

(2) Prizes and awards constitute income 
(Code Section 74 (new)). Gross income in- 
cludes amounts received as prizes and 
awards, except in the cases of scholarships 
and fellowship grants (Code Section 117) 
and of awards made primarily in recogni- 
tion of religious, charitable, scientific, edu- 
cational, etc., achievements. The latter type 
of award results from no_ special effort to 
receive it, on the part of the recipient 


Death Benefits to Beneficiaries 
of Deceased Employees 


Death benefits to deceased employees’ 
beneficiaries are governed by’ Code Section 
101(b). 

(1) Gross income does not include the 
first $5,000 paid to beneficiaries of a de- 
ceased employee. 


(2) Under prior law, a contract with the 
employer was necessary. It is not required 
under the 1954 Code. 


Retirement-Income Credit 


(1) Taxpayers affected by the retire- 
ment-income credit provision of the law in- 
clude individuals 65 years of age or over 
and public employees on pensions, even if 
they are under 65. 

(2) Concerning credit against such an in- 
dividual’s total tax liability: The total credit is 
equal to $1,200 in the first tax bracket (maxi- 
mum credit: 20 per cent x $1,200 = $240). 

(3) Since the retirement-income credit is 
intended primarily for persons retired from 
gainful employment, in order to be eligible, 
a taxpayer must have earned at least $600 
a year in each of any ten years prior to 
taxable year. Each spouse must qualify 
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separately (this could result in two credits 
on a joint return, or a total of $480). The 
surviving spouse qualifies if the deceased 
spouse was eligible. 

(4) Retirement income is defined to in- 
clude pensions and annuities, interest, rents, 
and dividends less tax-exempt income, social 
security benefits, railroad retirement pay 
and veterans’ pensions, and, in the case of 
persons under 75 years of age, the excess 
of earned income over $900 per year. Dur- 
ing such years, persons under 75 years 
of age were permitted to earn $900 without 
it affecting retirement income. For instance, 
if retirement income was $1,200 and earned 
income was $2,100, the retirement income 
was reduced. For persons over 75 no such 
limitation was provided. 


However, with respect to taxable years 
beginning after December 31, 1955, Public 
Law 398 (Eighty-fourth Congress, Second 
Session) amended 1954 Code Section 37(d) 
(2) (relating to limitation on retirement in- 
come) to read as follows: 


“(2) In the case of any individual who 
has not attained the age of 72 before the 
close of the taxable year, any amount of 
earned income (as defined in subsection (g))— 


“(A) in excess of $900 received by the 
individual in the taxable year if such indi- 
vidual has not attained the age of 65 before 
the close of the taxable year, or 


“(B) in excess of $1,200 received by the 
individual in the taxable year if such indi- 
vidual has attained the age of 65 before the 
close of the taxable year.” 


The credit is allowable only if the tax 
return is filed on Form 1040; it is not allow- 


able where the Internal Revenue Service 


figures the tax. 


Health and Accident Benefits 


Health and accident benefits are excluded 
from gross income under special conditions. 
Compensation for injuries or sickness is not 
income if it is derived from workmen’s 
compensation, from damages received for 
personal injuries or sickness and from health 
and accident insurance payments for in- 
juries or sickness (if such insurance is 
financed by the employee; if the employer 
pays the premiums, a different rule gov- 
erns), and from disability pensions from 
service in the army, etc. (Code Section 104). 


Benefits from a health and accident plan 
financed by an employer are exempt if they 
constitute reimbursement to the employee 
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for his medical expenses, or those of his 
wife or dependents (however, they may not 
cover expenses for which the employee has 
taken a medical expense deduction); for 
disfigurement or for loss of limb, etc., of 
the taxpayer, his wife or his dependents 
(the payment must be based on injury, and 
not on length of service); or for loss of 
wages up to $100 a week (absence from 
work must be due to accident or sickness, 
and the first seven days of the illness are 
excluded unless a hospital stay of at least 
one day is involved). No special qualifica- 
tions are necessary for such an employer- 
financed plan. 


DEDUCTIONS FROM GROSS INCOME 


A businessman may deduct all of his 
business expenses in arriving at his adjusted 
gross income. 


Limited Deductions for Employees 


Employees may have limited deductions 
from gross income (Code Section 62). 


(1) Traveling expenses must be ordinary 
and necessary, incurred while away from 
home (transportation costs, meals, lodging, 
tips and telephone calls), and incurred in 
pursuit of a trade or business (expendi- 
tures must advance the employer’s trade or 
business). Meals on a one-day trip have 
been disallowed. Overnight travel has been 
held unnecesary. (See Chandler v. Commis- 
stoner, 55-2 ustc 9740, 226 F. (2d) 467 
(November 2, 1955), reversing CCH Dec. 
20,815, 23 TC 653, and Flowers v. Commis- 
sioner, 46-1 ustc J 9127, 326 U. S. 465.) 


(2) Transportation costs do not include 
trips from employees’ homes to their places 
of work. However, such costs do not have 
to be incurred on trips “away from home.” 
They may be deductible even if the em- 
ployee returns to his home at night. 


(3) Outside salesmen are allowed to de- 
duct other expenses, in addition to travel 
and transportation costs. These may in- 
clude entertainment, split commissions, sec- 
retarial help, etc. An “outside salesman” 
may be defined as an employee engaged 
principally in the solicitation of business for 
his employer at places other than the em- 
ployer’s place of business. The category 
does not include deliverymen (such as 
dairy or bakery employees) whose duties 
are of a service or delivery nature and 
inside salesmen who make occasional out- 
side calls. 
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(4) Reimbursement for expenses of em- 
ployees must be included in gross income. 
Expenses up to the amount of reimburse- 
ment are Class A deductions. Excess ex- 
penses are Class B deductions. 

(5) Class A deductions by an employee 
do not affect the standard deduction. 
Proper use of Class A deductions results in 


substantial tax savings. 


Bad Debts 


(1) Business bad debts are those which 
arise and become bad in the course of the 
taxpayer’s business or where the taxpayer 
makes a payment as guarantor, endorser or 
indemnitor of a noncorporate obligation 
(Code Section 166(f)). Proceeds of the 
loan must have been used in the borrower’s 
business, and the obligation of the borrower 
to the original lender must have become 
worthless. 


Example.—In 1954, A borrowed $1,000 
from B for use in A’s business. C endorses 
the note. In 1955, A becomes insolvent and 
C pays B. The sum is deductible by C as a 
business bad debt. (Under the old law, 
the sum would have been treated as a non- 
business bad debt.) 


Corporation bad debts are all considered 
business bad debts. All other bad debts are 
nonbusiness bad debts. 

(2) The basic requirement for deducti- 
bility is as follows: There must be a valid 
debt, and payment must have been intended. 
(See John Griffiths v. Commissioner, 1934 
CCH $9195, 70 F. (2d) 946, where a loss 
was not allowed, since the sum involved 
was an advance to a son-in-law in a new 
business scheme, and no debtor-creditor 
relationship existed.) Also, the debt must 
become worthless in the taxable year. Sur- 
rounding circumstances determine whether 
the debt is actually worthless, and court 
action is not necessary. It is advisable that 
the deduction be taken at the earliest pos- 
sible time. 

(3) The amount deductible is computed 
on the adjusted basis provided in Code 
Section 1011 for determining the loss from 
the sale or other disposition of property. 


Examples.—A lawyer submits to a client 
a bill for $100. On the cash basis, the law- 


yer does not. report it as income. It be- 
comes a bad debt, but is not deductible 
because it has a zero basis. 

The lawyer receives a note for $100 in 


payment. The note has a fair market value 
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of $75. He reports that amount as income. 
The note becomes worthless. He may take 
a bad-debt deduction of $75. 

Nonbusiness bad debts are treated as 
short-term capital losses (Code Section 
166(d)). 

Where a taxpayer loans money to his 
own corporation, and the corporation fails, 
the taxpayer must take the loss as a non- 
business bad debt, unless the taxpayer is 
in the business of financing corporations. 

Some cases seem to indicate that a full 
loss on a nonbusiness guaranty to a cor- 
poration may be deductible (Greenspon, 
CCH Dec. 15,632, 8 TC 431). In Pollak v. 
Commissioner, 54-1 ustc J 9149, 209 F. (2d) 
57, a loss resulting from the guaranty of 
a corporate obligation was held an ordinary 
loss. 

Additions to a reserve for bad debts are 
deductible where such a reserve is used. 
The addition must be a reasonable amount, 
the election applies only if the taxpayer 
has charge sales, and change from one 
method to another requires the permission 
of the Commissioner of Internal Revenue. 

(4) Partial bad debts are governed by 
Code Section 166(a)(2). That provision 
applies only to business debts, which the 
taxpayer may elect to deduct in part, in- 
stead of waiting until final worthlessness. 
The charge-off of the worthless part must 
be made in the taxable year. 

(5) Worthless bonds are to be treated 
as securities, not as bad debts. Worthless 
bonds held by a bank are to be treated as 
bad debts, however. 


SPECIAL ITEMS 


Expenses for Production of Income 
(Code Section 212) 


An individual may deduct expenses paid 
or incurred in the production or collection 
of income; in the management, conserva- 
tion or maintenance of property held for the 
production of income; and in connection 
with tax matters (new law). 


Installment Sales—Federal Law 
(Code Section 453) 


(1) Generally, the term “installment sales” 
includes casual sales of personal property 
of more than $1,000 and any sales of real 
estate. Under the regulations, any person 
who regularly sells or otherwise disposes 
of personal property on the installment 
plan (installment dealer) “may return as 
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income therefrom in any taxable year that 
proportion of the installment payments ac- 
tually received in that year which the gross 
profit, realized or to be realized when pay- 
ment is completed, bears to the total con- 
tract price.” (Code Section 453(a).) In 
order for a sale to be considered an install- 
ment sale, payments in the first year (ex- 


cept in the case of dealers) may not exceed 
30 per cent of the selling price. It is not 


necessary that the seller receive any part 


of the payment in the year of sale (Code 
Section 453(b)(2)(1) (new law)). The 
method for returning such income is op- 
tional. However, once a method is adopted 
as to any transaction, it may not be changed. 

(2) In computing the initial payment, all 
cash or property received, except the evi- 
dence of indebtedness of the purchaser, is 


to be included. 


Examples.—If the selling price of an 
item is $10,000, and a down payment of 
$1,000 in cash is made, with the buyer 
incurring a mortgage obligation of $9,000, 
the sale comes within the 30 per cent rule. 
If, however, the selling price and down 
payment are the same, but.a note is signed 
by the buyer’s uncle for $9,000, the trans- 
action is not within the 30 per cent rule. 


The first year’s payment is construed to 
include indebtedness assumed in excess of 
the seller’s cost. 


Example.—In 1940, A bought Blackacre 
for $5,000. In 1950, he obtained a mortgage 
on it for $7,000. In 1951, he sold it to B for 
$10,000. B paid down $2,000, and assumed 
the mortgage. There was no installment 
sale, since the first year’s payment did not 
come within the 30 per cent rule: 


First year’s payment, cash 
Mortgage assumed over cost 


$2,000 
2,000 


$4,000 


It is immaterial whether or not B assumed 
the mortgage, as long as he bought sub- 
ject to it. 

The first year’s payment includes all 


consideration received during the first tax- 
able year except interest. 


First year’s payment 


Example.—If the selling price of an 
item, on January 1, 1951, was $10,000, the 
cash down payment was $1,000, and addi- 
tional payments during the first year totaled 
$2,500, the transaction is not within the 
30 per cent rule. 
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(3) The selling price is the total con- 
sideration for the property, including mort- 
gages on it. 


Example.—If A sells his equity in Black- 
acre for $5,000 and Blackacre has a mort- 
gage on it of $5,000, the selling price is 
$10,000. 

(4) In computing reportable profit, the 
percentage of each payment reported is 
based on the ratio of total profit to “con- 
tract price.” The contract price is the sell- 
ing price less the mortgage. 


Example.— 


Selling price 
Mortgage 


Contract price, or equity 


Profit 


25 
— xX collections are reported. 
50 


(Note: If the mortgage exceeds the sell- 
er’s cost, this excess. is to be added to the 
equity in order to determine the contract 
price. There is an exception in the case of 
the reducing of a mortgage. 


(5) All installment sales made by a deal- 
er during the year are treated as one unit. 
Collections must be classified according to 
the years in which the sales were made. 
Books may be kept on the cash basis or on 
the accrual basis. Only the gross profit of 
collections is to be reported as income. 
Although it is not necessary to obtain per- 
mission to go on the installment basis, a 
change-back does require permission. 

(6) The amount realized on the disposi- 
tion of an installment obligation is taxable 


income, Gain is reported as if the obligation 


had been paid. In the case of transmission 
at death of an installment obligation, the 
beneficiary reports the income as the de- 
cedent would have reported it. 


(7) When deferred payments on real es- 
tate sales are not reported under the in- 
stallment method, the obligation should be 
valued at-fair market value, and the propor- 


tion of gain reported as follows: 


Selling price 
Down payment 


$30,000 
15,000 


Balance on mortgage 
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Fair market value of mortgage $10,000 
Cash paid 15,000 
$25,000 
20,000 


$ 5,000 


Less cost 
Profit 


Next year, full mortgage col- 
$15,000 
10,000 


$ 5,000 


Basis of mortgage to 


Balance as income 


Tax Problems of Divorce Cases 

(1) Sections 22K and 23U of the 1939 
Code, dealing with alimony and support 
payments, were added to the Code by the 
Revenue Act of 1942. They provided that 
alimony payments were deductible by the 
husband and were income of the wife. This 
rule applied to payments made in 1942 or 
later, regardless of whether the decree had 
been handed down earlier. Prior to that 
time, alimony payments were not deducti- 


ble by the husband and were not taxable 
as income to the wife. 


(2) Under the old law (1939 Code), 
alimony and separate maintenance payments 
were deductible by the husband and were 
income to the wife only if they were made 
under a court decree of divorce or separate 
maintenance, and under a written agree- 
ment incident to the decree. Under the 
new law (1954 Code Sections 71 and 215), 
payments are deductible by the husband 
and are income to the wife if they are 
made pursuant to a decree of divorce or 
separate maintenance; a written separation 
agreement (where the spouses are sepa- 
rated, and separate tax returns are filed); 
or under a court decree for support (where 
the spouses are separated, and separate re- 
turns are filed). Temporary alimony is 
now deductible, under Section 71(a)(3) of 
the 1954 Code. The payments, which must 
have been made after March 1, 1954, must 
be in discharge solely of alimony. If a wife 
transfers property to her husband and he 
agrees to pay for it in installments, the pay- 
ments are not considered to be alimony. 


(See Frank J. DuBane, CCH Dec. 16,411, 
10 TC 992 (1948).) Alimony payments 
must be periodic (Code Section 71(c)). 
The payment of a fixed amount in a lump 
sum or in installments does not qualify 
unless payments continue over a period of 
more than 10 years after the date of the 


individual's Return 


decree, with the limitation that only 10 
per cent of the fixed sum may be paid 
in any one year. This 10 per cent limitation 
does not apply to delinquent payment of 
back installments (Regulations 118, Section 
39.22(k)-1(c)). 

Examples.—Where a divorce decree pro- 
vides that the husband is to pay $40,000 
in four annual payments, they cannot be 
considered to be periodic. They must con- 
tinue for more than ten years. 


Where a divorce decree provides that 
the husband is to pay a total of $150,000 
($20,000 a year for five years, or $100,000, 
and $5,000 a year for the next ten years, 
or $50,000), for the first five years, 10 per 
cent of $150,000, or $15,000 a year, would 
be considered as alimony, even though 


$20,000 a year is paid. For the next ten 
years, the entire $5,000 a year would be 
considered as alimony. 


A divorce decree provides that a husband 
pay $5,000 per year for 11 years, or a total 
of $55,000. In the first year he pays $5,000 
in current payments and $2,000 in advance. 
Only 10 per cent of $55,000, or $5,500, 
would be considered as alimony. 

In the second year he defaults. In the 
third year he pays $5,000 in current pay- 
ments and $3,000 in delinquent payments. 
The total of $8,000 would be considered 
as alimony. 


An alimony arrearage covering several 
years, received in a lump sum, is taxable 
to the wife. (See Sarah L. Narischkine Es- 
tate, CCH Dec. 17,679, 14 TC 1128, affirmed, 
51-1 uste § 9313, 189 F. (2d) 257.) An in- 
crease in alimony ordered by a court to 
cover prior years is a “periodic payment” 
even though it is paid in a single sum. 
(See Elsie B. Gale, CCH Dec. 17,261, 13 
TC 661 (1949), affirmed, 51-2 ustc ¥ 9408, 
191 F. (2d) 79.) 


If the total payment is uncertain, then 
periodic payments qualify even though the 
payments cover less than 10 years. (See 
Roland K. Young, CCH Dec. 16,363, 10 
TC 724.) 

A lump-sum settlement of periodic pay- 
ments in advance is not alimony, and is not 
deductible by the husband nor is it income 
to the wife. (See Frank J. Loverin, CCH 
Dec. 16,286, 10 TC 406.) 


Support payments for children are not 
deductible by the husband, nor do they con- 
stitute income to the wife. Whoever pro- 
vides more than 50 per cent of the support 
of the dependent takes the exemption. For 
instance, if the husband pays $1,000 per 
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year for the support of three children, and 
that is over 50 per cent of the total cost 
of support, he takes the exemption of $1,800. 
If it is possible, support should be broken 
up among the children. (See Kotlowski, 


CCH Dee. 16,312, 10 TC 533.) 


In the event that there is no designation 
between alimony and support payments, 
all payments are considered to be alimony. 
The phrase “for her care and support and 
the care and support of . [the] minor 
children” was held, in the case of Dora H. 
Moiteret, CCH Dec. 15,352, 7 TC 640 (1946), 
to mean that all payments were includable 
in the wife’s income. In such a case, the 
wife should claim the children as dependents. 

If the total payments are less than the 
amount required for support and alimony, 
support is covered first, and the balance 
is considered as alimony. (See Regulations 
118, Section 39.22(k)-1(d).) 

Example.—A husband is ordered to pay 
$200 a month, of which $100 is support for 
a child and $100 is alimony. He pays only 
$150. One hundred dollars is applied as 
support for the child, $50 is applied on 
alimony. 

A nunc pro tunc decree has no effect on 
past years. (See Daine v. Commissioner, 
48-1 ustc § 9265, 168 F. (2d) 449; but see 
Margaret Rice Sklar, CCH Dec. 20,006, 
21 TC 349.) 

In entering a divorce decree—as repre- 
sentative either of the plaintiff or of the 
defendant—an attorney should keep tax 
provisions in mind. 

Attorneys’ fees paid by the wife are de- 
ductible by the wife if they are properly 
attributable to the production or the collec- 
tion of taxable income. Fees based on the 


ENOCH TO ENOX TO FENOCH 


The Internal Revenue Service dis- 
trict office of St. Louis is thinking 
seriously of submitting an account of 
its attempts to collect delinquent taxes 
from one taxpayer to the New York- 
er’s “department of utter confusion.” 

An agent was trying to collect an 
unpaid tax balance from delinquent 
taxpayer Enoch — Enoch worked 
for a local ice and coal company and, 
on being approached, agreed to pay out 
the tax owing on a weekly basis. 

When no payments were forthcom- 
ing after six weeks, the agent called 
his employer, who said Enoch was 
still working there. Further investi- 
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part of the divorce settlement dealing with 
property rights are not deductible by the 
wife. (See Elsie B. Gale, cited above; and 


Barbara B. LeMond, CCH Dec. 17,262, 13 
TC 670, where fees for receiving nontaxable 
alimony were not deductible. ) 


Attorneys’ fees paid by the husband are 
not deductible by the husband. (See Lind- 
say C. Howard, CCH Dec. 18,054, 16 TC 
157 (1951).) Fees paid by the husband in 
an action to reduce his alimony are not 
deductible even though the alimony expense 
is a deductible item. However, Code Sec- 
tion 212 provides that nonbusiness expense 
is deductible in “the case of an individual 

[as to] all the ordinary and necessary 
expenses paid or incurred . . . for the pro- 
duction or collection of income ....” The 
wife’s expense is in regard to production 
or collection of income, but the husband’s 
expense is in regard to the reduction of 
alimony, and is therefore not deductible 
by the husband. 


The transfer of appreciated property in 
a divorce settlement results in the realiza- 
tion of gain to the husband. (See Commis- 
stoner v. Halliwell, 42-2 ustc J§ 9789, 131 F. 
(2d) 642, certiorari denied, 319 U. S. 741; 
Commissioner v. Mesta, 41-2 ustc J 9768, 123 
F. (2d) 986, certiorari denied, 316 U. S. 
695.) The courts held that a husband dis- 
charges a monetary obligation by such a 
transfer. The basis of appreciated property 
to the transferee is the value of the property 
at the time of the transfer. (See Farid-Es- 
Sultaneh v. Commissioner, 47-1 ustc { 9218, 
160 F. (2d) 812; C. deBourbon Patino, CCH 
Dec. 17,291, 13 TC 816 (1949), affirmed, 
51-1 uste J 9123, 186 F. (2d) 962.) 

[The End] 


gation revealed, however, that Enoch 
had actually left the job, turning it 
over to an identical twin brother 
named Enox. Meanwhile, a levy had 
been issued against Enoch’s salary. 
The company had never been advised 
of the exchange. 


It then developed that another brother 
named Fenoch also worked for the 
same firm. He has not yet become in- 
volved in Enoch’s difficulties, but rev- 
enue agents have their fingers crossed. 
The company, its bookkeepers sorely 
troubled, is trying to get the matter of 
salary and extra tax deductions straight- 
ened out between Enoch and Enox. 
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The Tax Problems of Salesmen 


By CLARK E. BOWEN, Attorney, Miami Beach, Florida 


‘Be it ever so humble, there's no place like home.” 
“Not so,"’ says the salesman. And he has Treasury Department backing to the 
effect that ‘‘home,"’ according to the tax law, really means 


‘place of business."’ 


The Internal Revenue Code states that a salesman can deduct 


certain expenses while on travel away from 
home in the service of an employer, 
The author explains the Code provisions pertaining to the deduction 

of salesmen'’s expenses and sets forth numerous examples. This article 

graphically points out how the ‘‘double standard"’ system of deductible business 


expenses for salesmen hes b2en eradicated from the federal tax law. 


At LAST, after a period of many years, 
the “double standard”* system of de- 
ductible business expenses for salesmen has 
been eradicated from the federal tax law. 
The eradication will prove a remunerative 
boon to innumerable salesmen who formerly 
held an unenviable position in regard to 
deduction of expenses incurred in their busi- 
ness of selling. 


The elimination of the “double standard” 
was brought about by a provision?” in the 
1954 Revenue Code which allows salesmen 
to deduct all business expenses incurred in 
their business of selling as deductions toward 
adjusted gross income and still enables the 
salesmen to use the standard deduction. For- 
merly, only a favored group of salesmen, 
usually classified as “traveling salesmen,” 
deduct their above 


could expenses in the 


manner. 

‘There were two standards for business de- 
ductions of salesmen under the old Code. Only 
salesmen who stayed away from home over- 
night were allowed to deduct their expenses 
(incurred away from home) as a business de- 
duction in computing adjusted gross income. 
Such salesmen were also allowed to use the 
standard deduction. Salesmen who did not 
stay away from home overnight were allowed 
to deduct their business expenses only on p. 3 
of the tax return and thus often were practi- 
eally forced to forego using the standard de- 
duction. 

21954 Code Sec. 
are to 1954 Code, 


62(2)(D). (All references 
unless otherwise indicated.) 


Tax Problems of Salesmen 


Under the old Code many salesmen could 
deduct their business expenses, but only 
at a hardship. The expenses were deductible 
on page 3 of the income tax return (1040) 
under the heading of Miscellaneous Deduc- 
tions.” When business deductions were 
taken in that manner, the salesmen were 
not allowed to use the 10 per cent standard 
deduction.‘ 


It is conceivable that a salesman, under 
the old Code, could incur business expenses, 
list those expenses as deductions on page 3 
of Form 1040 and lose money. Reason for 
loss was that the business expenses would 
not equal the 10 per cent available by using 
the standard deduction. Yet indirectly he 
would also lose money if he took the stand- 
ard deduction, as the expenses would be 
included in the allowed 10 per cent. 

The discriminated-against salesmen were 
forbidden by the tax law to deduct business 


*The Form 1040 individual income tax return 
is made up of four pages. P. 1 deals generally 
with income, gross and adjusted, and amount 
of tax; p. 2, with income from sources other 
than wages; p. 3, with types of personal de- 
ductions; and p. 4 is for dividend and retire- 
ment credit. 

* Frank N. Smith, CCH Dec. 20,223, 21 TC 991. 
Taxpayer had deducted $370 as auto expenses 
toward adjusted gross income, but it was dis- 
allowed by the Revenue Service, as the expenses 
had not been incurred in travel away from 
home overnight. Such an expense, under the 
old Code, had to be deducted under miscellane- 
ous expense on p. 3 of the tax return. 
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Mr. Bowen wrote an article on this 
subject for TAXES a year ago. 
Because of the usefulness of this 
information at this time 

of year, that article has been 
rechecked and brought up to date. 


expenses from income to get adjusted gross 
income. As the adjusted gross income is 
a basis on which medical deduction expenses 
are figured, as well as a basis for type of 
tax return to use, the salesmen again came 
out losers. It was a case of “heads I win 
and tails I lose,” with the tax department 
always calling “heads.” Generally, the sales- 
men were no better off than the ordinary tax- 
payers who had no business expenses to pay. 

New provisions in the 1954 Code have 
corrected the former inequities with regard 
to salesmen’s expenses, and these provisions 
should eventually result in: 


(1) less irritation, due to the abolishment 
of the “double standard” system; 


(2) less confusion as to proper method 
for deduction of business expenses; 


(3) less chicanery in the deduction of 
business expenses (salesmen will also sleep 
better nights after filling out their tax 
returns); 


(4) fewer court cases concerning 
proper deduction of expenses; 


the 


(5) new types of questionable sales jobs 
to take advantage of the new provisions; 


(6) an equitable treatment of salesmen 
and their business expenses; 


(7) more substantial records being kept 
by salesmen; 


(8) a closer check by the Revenue Serv- 
ice on the business deductions; and 


(9) most important of all to the salesmen 
—a savings in federal taxes. 


This article will deal primarily with sales- 
men who are employed by another. The 
information given about salesmen-employees 
also applies to self-employed salesmen, as 


5 Code Sec. 162(a), allowing as a deduction 
all ordinary expenses paid or incurred during 
the taxable year in carrying on any trade or 
business. 

Mim. 6583, December 28, 1950. Also, see 


statutory test per Sec. 3121(d)(3)(D), the Fed- 
eral Insurance Contributions Act. 


™See statutory test, Sec. 3121(d)(3)(A), the 
Federal Insurance Contributions Act about 
agent-driver and commission-driver; H. R. 8300, 
83d Cong., 2d Sess., pp. 9, A19-A20 (1954). 
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the expenses deductible by the former, 
plus other business expenses, are also de- 
ductible by the latter. An employee-sales- 
man is considered by the Revenue Service 
as one who is engaged in the solicitation 
on behalf of an employer and the trans- 
mission to an employer of orders from 
others for merchandise.° 


The definition excludes those employees 
whose activities consist of service or de- 
livery,’ such as agent-driver or commission- 
driver (laundry or dry-cleaning services, 
bread driver-salesmen, etc.) engaged in 
selling products. Neither are employees 
who incidentally make calls and sales out- 
side the employer’s place of business in- 
cluded in the definition of employee-salesmen,* 
but this exclusion does not apply to part- 
time salesmen. 

Guides to be used in determining the 
status of travel or city salesmen under Sec- 
tion 1426(d)(3)(1) of the Federal Insur- 
ance Contributions Act are outlined quite 
generally in Mim. 6583, 1951-1 CB 97. Rev. 
Rul. 55-31, I. R. B. 1955-3, 72, supplements 
Section 1426 by defining certain terms and 
giving examples of factual situations, such 
as salesmen on a full-time basis or for 
wholesalers or retailers, contractors, resale 
merchandisers, etc. 


Adjusted Gross Income 


Now for more information about that 
big tax law “break” for salesmen—especially 
stay-at-home salesmen °—although the “break” 
applies to all salesmen with the exceptions 
noted before in this article. Section 62” of 
the 1954 Code states that “outside” sales- 
men may deduct expenses, incurred in their 
business of selling, from gross income to 
get adjusted gross income, 


This section will enable salesmen to use 
the standard deduction ™ in lieu of itemizing 
other personal deductible expenses.” “Out- 
side” salesmen is the term used to distin- 
guish salesmen who do selling outside their 
employer’s place of business from those 
salesmen who act as sales clerks in stores. 


8 Incidental salesman would be one who has 
his office with employer but leaves it only occa- 
sionally. 

® Stay-at-home salesmen are those who do not 
Stay away from home overnight in their busi- 
ness of selling. 

” See footnote 2. 

1 Secs. 141, 144. 

#2 Other types of personal deductions avail- 
able for use on p. 2 (Form 1040) are real prop- 
erty taxes, interest paid, medical expenses, con- 
tributions, etc. 
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At this point it becomes necessary to ex- 
plain what gross income, adjusted gross 
income, and taxable income are: 


Gross income is money or goods received 
by a salesman from any source or for any 
purpose whatsoever.” It includes money or 
goods given to an employee to reimburse 
him for expenses incurred in his employer’s 
business.“ It also includes commissions 
paid to the salesman,” whether paid when 
earned or afterwards. (See later section for 
more information about commissions and 
when they are to be reported as current 
income.) 


Adjusted gross income, in the case of a 
salesman, means gross income minus his 
business deductions.” 


Taxable income means gross income minus 
deductions (business deductions and other 
deductions for personal exemptions) ™ except 
when a taxpayer takes advantave of the 
standard deductions; ™ then taxable income 
means adjusted gross income minus the 
standard deduction” and the deductions for 
personal exemptions.” 


The individual tax return (1040) has no 
place on it for the business expenses of 
an employee-salesman to be deducted. The 
salesman deducts his expenses (as shown on 
an itemized attached list) from the total 
amount of his salary and commissions and 
uses the amount obtained for income in 
item 5 on page 1 of the tax return.™ This 
latter amount then becomes the salesman’s 
adjusted gross income.” 

The following examples should help clarify 
the above definitions: 


Example 1.—Salesman Clarke earns $5,000 


a year in salary and commissions. His 
business expenses for the year are $500. 
Clarke’s gross income is $5,000; he deducts 
the $500 expenses from this and gets an 
adjusted gross income of $4,500. Clarke’s 
other personal expenses amount to less than 
10 per cent of $4,500, so Clarke can use the 
optional standard tax form and receive the 
automatic deduction of 10 per cent by 
using the tax table. The adjusted gross 
income of Clarke is also his taxable income 


($5,000 — $500 = $4,500 taxable income). 


Example 2.—Salesman Jones earns $5,000 
a year in commissions and salary; business 
expenses are $500. His personal deductible 
expenses, such as real estate taxes, medical 
deductions, gas tax, etc., amount to $600. 
As Jones’s gross income is $5,000, he deducts 
the $500 business expense to get his ad- 
justed gross income of $4,500. Jones’s per- 
sonal deductible expenses amount to more 
than 10 per cent of his adjusted gross, so 
Jones itemizes his personal deductions on 
page 2 of the tax return. Jones then de- 
ducts $600, plus his personal exemptions, 
from adjusted gross income to get his tax- 
able income ($5,000 — $500 = $4,500 — $600 
— personal exemptions = taxable income). 


Example 3.—Salesman Brown, a single 
man, earns $8,000 a year and has business 
expenses of $1,000. Brown deducts the $1,000 
business expenses from gross income to get 
an adjusted gross income of $7,000. Other 
personal deductible expenses for the year 
are $400. Brown finds it advantageous to 
use the standard 10 per cent deduction 
($8,000 — $1,000 = $7,000 — $700 (10 per 
cent of $7,000) — $600 personal exemption 
= $5,700 taxable income). 


Example 4.—Salesman Smith gets a salary 
of $4,500 a year; business expenses are 
$400. Smith deducts his business expenses 
of $400 from $4,500 salary, and $4,100 is 
the amount shown in item 5 on page 1 as 
income from salary. His attached sheet of 
itemized expenses™ will explain why $4,100, 
instead of $4,500, is used as income from 
salary ($4,500 — $400 = $4,100 adjusted 
gross income). 


Place of Business as Home 


The Code states that a salesman can 
deduct certain expenses while on travel 
away from home in the service of an em- 
ployer. Those words “away from home” 
have a different connotation in the tax law 
than in the average vocabulary. 

“Home,” according to the tax law, really 


means “place of business.” It is con- 
sidered as that place from which the em- 


ployee starts his day’s work. Courts in 
numerous cases™ have reported that “the 
home for purposes of travel expense is the 





13 Sec, 61(a). 

4 See footnote 13. 

1 See footnote 13. 

16 Sec. 62. 

17 Sec. 63(a). 

18 Sec. 63(b). 

1” Sec. 141. 

2” Sec. 151. 

2 Your Federal Income Tax (Treasury De- 


partment, 1955 Ed.). 
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2 See footnote 16. 

>See footnote 21, at p. 18. An itemized list 
of the deducted expenses must be attached to 
the return when it is filed. 

24 See footnote 21, at p. 18. 

7% Leon Falk, Jr., CCH Dec. 17,780, 15 TC 
49, aff'd, 51-1 ustc { 9337, 189 F. (2d) 806 (CA-3): 
M. B. Barnhill v. Commissioner, 45-1 ustc J 9260, 
148 F. (2d) 913 (CCA-4); W. M. Priddy, CCH 
Dec, 11,407, 43 BTA 18. 


181 





place where the employer’s place of busi- 
ness is located.” In a recent case the 
Tax Court stated: “The courts have uni- 
formly held that a taxpayer’s home means 
his place of business, employment, or post 
or station at which he is employed.” * 

Although a few court decisions have de- 
cided home to be other than that stated 
above,” it is only in extreme cases that such 
a decision has been given. It is obligatory 
for a salesman to consider his employer’s 
place of business as home and to start 
figuring his business expenses after he 
leaves the place of business. 

Transportation expenses incurred in com- 
muting from residence to place of business 
are personal expenses and are not deductible 
as a business expense. * 


Transportation and Travel Expenses 

It is necessary, for tax-law purposes, to 
distinguish between transportation and travel 
expenses. Transportation expenses are those 
expenses incurred for transportation only, 
such as _ railroad, plane fares, auto 
use, etc.” 


bus, 


Travel expenses include all transportation 
plus meals, lodging and other 
business deductions.” Only salesmen who 
stay away from home overnight are allowed 
to deduct travel expenses." “Stay-at-home” 
salesmen are not allowed to deduct expenses 
paid for lodging or meals except in very 
unusual circumstances, and then only after 
costly litigation. 

Under the 1954 Code it is possible that 
an expense can be incurred for feeding or 
entertaining customers by both types of 
Such a meal expense will be 
allowed as a deduction.” It is necessary for 
the salesman to segregate the cost of his 
meal from that of his customer when claim- 
ing this expense. If there is no separation 
of the two costs, the expense claim will be 
disallowed for a deduction.™ 


expenses 


salesmen. 


A person can be both a “stay-at-home” 
and an “away-from-home” salesman. He 
can be away from home during part of the 


reimbursed amount to his wages, deducts 


working year and claim traveling expenses 
for the period of time while “on the road.” 
Remember that transportation expenses of 


commuting between residence and place of 
business are not business expenses. 


_ Reimbursement and Commissions 


Reimbursement is repayment by employer 
to his salesmen for money spent for ex- 
penses by the latter in the pursuit of the 
employer’s business. If the salesman is 
reimbursed for expenses incurred by him 
while in the service of the employer, he is 
allowed to deduct the incurred expenses in 
computing his adjusted gross income.” 

An arrangement whereby an employee is 
paid a salary with the understanding that 
he will pay his own expenses in the per- 
formance of his employment does not con- 
stitute a reimbursement or other expense 
allowance arrangement for the purpose of 
deducting such expenses towards adjusted 
gross income. The amount of such ex- 
penses (other than for travel, meals and 
lodging while away from home) are de- 
ducted only in arriving at net income unless 
the salesman uses the optional standard de- 
duction. However, the reimbursement or other 
expense allowance will be allowed as a deduc- 
tion towards adjusted gross income if a 
separate reimbursement payment is made 
for the expenses, or a special indication of 
such payment is made on the salary check.” 

As a general rule, where the employer’s 
liability to the traveling sales employee on 
a straight commission basis is limited to 
the gross commission earned, a provision 
in an oral or written contract of employ- 
ment or in a collateral agreement to the 
effect that any payments made or advanced 
against earned commissions are first to be 
applied to reimbursement for bona-fide 
expenses, such provision will be accepted 
as evidence that such expenses are de- 
ductible towards adjusted gross income.” 

Reimbursement in money or goods is 
considered additional income and is re- 
ported as follows: The salesman adds the 





26 Cited at footnote 4. 
2% Wallace v. Commissioner, 44-2 ustc {| 9437, 


144 F. (2d) 407, 411 (CCA-9); Commissioner v. 
Flowers, 46-1 usrc {| 9127, 326 U. S. 425, rev’g 
45-1 ustc { 9227, 148 F. (2d) 163 (CCA-5). 

28 Sec. 262. Commuting is a personal expense. 

2 Sec. 62(2)(C). 

” Sec. 62(2)(B). 

% See footnote 23. But cf. Scott v. Kelm, 53-1 
ustc {§ 9627, 110 F. Supp. 819, where taxpayer 
was allowed to deduct expenses though not 
away from home overnight. 
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% See footnote 2. 

%R. A, Sutter, CCH Dec. 19,996, 21 TC 170; 
the Tax Court declared that only the portion 
of outlay for entertainment expenses by the 
taxpayer in excess of the amount he would 
ordinarily spend on himself was a deductible 
expense when entertaining customers. 

% Sec. 62(2)(A). 

% Rev. Rul. 55-288, I. R. B. 1955-20, 11. 

“ Rev. Rul. 55-196, I. R. B. 1955-14, 21. 

* See footnote 23. 
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the business expenses from that amount 
and the sum left is reported in item 5 on 
page 1 of the tax return as income. As 
there is no place on the tax return to show 
these figures, the salesman does his figuring 
on a scrap piece of paper and keeps this 
paper in case there is any question from 
the Revenue Service about his figuring. 

Prizes awarded to salesmen as winners of 
contests conducted by their employers are 
considered income. The fair market value 
of the prizes will be considered the basis 
for such added income. Also, the cash 
values of awards earned by salesmen through 
their efforts to increase sales for their 
employers are considered additional wages, 
even though the awards are made to the 
salesmen’s wives.” 

Commission payments are considered as 
income when received, not when earned.” 
Therefore, insurance commissions or any 
other types of commissions paid to retired 
salesmen in monthly installments by agree- 
ment with the former employer are taxable 
only in the year received.” 


A salesman will report commissions as 
current income only when the payments are 
made to him. 


When a salesman receives a commission 
on a sale and divides the proceeds with 
another who has helped him earn it, the 
salesman reports as income all the com- 
mission he receives but is allowed to deduct 
the amount paid to the other person as a 
business expense.” 


Examples of the various situations and 
procedures are as follows: 


(1) Salesman Green gets a salary of 
$7,000 a year, plus reimbursement for $1,500 
expenses from his employer. Green's busi- 
ness expenses for the year are $1,700. Green, 
on a scrap piece of paper, adds the $1,500 
reimbursement to his salary of $7,000, then 
deducts his business expenses of $1,700 to 
that he is to report on 

He attaches an itemized 
list of expenses to his tax return to explain 

entered on page 1 
$8,500 total salary - 
$6,800 income). It is also 


get the income 


page 1 as income. 


the salary figure so 
($7,000 + $1,500 
$1,700 expenses 


Green’s adjusted income. 


(2) If Green’s reimbursement had been 
$1,700 and his business expenses $1,500, the 
figures would then read: $7,000 + $1,700 
= $8,700 total salary — $1,500 expenses = 
$7,200 total income (also adjusted gross). 

(3) A salesman receives a commission of 
$4,000 for a sale and pays $1,000 of the 
commission to an associate of his who had 
referred the sale to him. The salesman adds 
$4,000 to his yearly income and adds the 
$1,000 “split” commission to his business 
expenses for the year. 


Records for Expenses 


It is necessary that some type of a record 
be kept concerning the various business 
expenses incurred by the salesman. It is 
a good idea, when the salesman is required 
to bear expenses with or without reim- 
bursement, that this information plus the 
type of expenses to be incurred be stated 
in a written contract or letter of employment. 

There has to be sufficient and dependable 
proof of business expenditures made by the 
salesman before they will be allowed as 
deductions. The courts have declared that 
expenditures of salesmen for travel and 
entertainment can be supported by can- 
celed checks.” Other types of proof, such 
as credit cards, day-by-day journals, memo- 
randum books,” cash books,“ daily diaries, 
charge accounts, receipted bills, and the 
like are all acceptable as corroborative evi- 
dence of expenses. 

If no accurate account of expenditures 
is kept, but expenses can be proved by custom 
or otherwise, the salesman is allowed to 
average them over a year’s time and a rea- 
sonable amount of such expenditures might be 
allowed.” In one case where the salesman 
had kept no actual or 
his business 


record of 
expenses but had compiled 
an expense account based on mere con- 
jecture, the court stated that the evidence 
proved some expenditures and thus some 
could be allowed.” In most instances, the 
courts have followed the general rule of 
the Cohan case: If sums are spent and no 
records are available for proof, the court 
will approximate the expenses, “bearing 
heavily if it chooses upon the taxpayer whose 
inexactitude is of his own making.” (Italics 
supplied.) 


accurate 





*% Rev. Rul. 55-232, I. R. B. 1955-17, 9. 

® A, E. Sively v. Commissioner, 35-1 ustc 
| 9199, 75 F. (2d) 916 (CCA-9). 

” Oates v. Commissioner, 
207 F. (2d) 711 
18 TC 570. 

4t Sec. 162(a)(1). 

« Appeal of M. Parish-Watson, CCH Dec. 1265, 
3 BTA 840. 


53-2 ustc { 9596, 
(CA-7), aff'g CCH Dee. 19,049, 


Tax Problems of Salesmen 


* Inglis, CCH Dec. 17,731, 14 TC 1448; H. H. 
Roberts, CCH Dec. 3139, 9 BTA 376. 

“Any business memo or book is 
good proof. 

*® Harry Sherin, CCH Dec. 17,137, 13 TC 221 

* Boverman, CCH Dec. 16,300, 10 TC 476. 

“ Cohan v. Commissioner, 2 ustc {§ 489, 39 F. 
(2d) 540 (CCA-2). 
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SALESMAN BUSINESS EXPENSES 
Name kf Address 
Occupation Employed by 


Away from home days and nights for business purposes 


DEDUCTIBLE EXPENSES 


Clerical $ Sample room 

Hotel rooms (away from home) Occpuational licenses 
Meals (away from home) ’ Bond premiums 

Laundry (away from home) Social & club dues (alloc.) 
3aggage transfer (away from home) Business expense at home 
Postage Tax consultant (prorate) 
Bus, air, ship, railroad fares Dues to bus. & prof. org’n 
Sales promotion Other 

Supplies Other 

Taxi 

Tips 

Telephone, telegraph WATT OF : 
}usiness Expense — 


Technical books & magazines ee 
Adj. Gross Income $ 


| 
| Gross income $ 
| 
| 


Entertainment 





Travel expenses to prof. meetings 


Loss on sale or exchange of auto 
used in business (prorate) 
Business expenses 


AUTOMOBILE EXPENSES 


Depreciation $ Tires & tubes 
Gasoline Oil & grease 
Insurance Licenses 

Parking, parking meters, storage Washing & polishing 


Repairs Other expenses 


Total auto expenses 
3usiness mileage for year 
Personal mileage for year 
Per cent of mileage allocated to business 
Total auto expense divided by business per cent mileage 
Business expense 


Entire business expenses 


DEPRECIATION SCHEDULE 
Property | Date Remain. Life Life Deprec. 


Cost Prior 
cost left this yr. 


deprec. 


| | 
| | 








| 


| 
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Frequently, however, the courts have dis- 
allowed the entire expense deductions—to 
the sorrow of the taxpayer—because there 
was no evidentiary proof that expenses had 
been incurred for business.” 


It is also necessary to separate personal 
expenses from business expenses for tax 
deductions. If the total personal and busi- 
ness expenses are not separated, the deduc- 
tions for expenses will most likely be 
disallowed.” A special record should be kept 
for travel expenses when a salesman is 
away from home overnight. 

If the salesman uses his own auto he 
should keep a complete personal and busi- 
ness mileage record for the whole year. 
It is the best evidence of auto expenses. 
If this is not done because the salesman 
is too lazy, a mileage record of a repre- 
sentative period of one or two months can 
be kept. The percentage obtained from 
this sample can then be used to figure the 
entire year’s expense. 

An example of the above proposition is 
as follows: A total of 5,000 miles was 
traveled in June and July, normal business 
months. Of this mileage, 2,000 miles were 
for personal trips and the remaining 3,000 
were for business purposes. Divide 3,000 
miles by 5,000 miles (60 per cent) to deter- 
mine percentage of mileage amount for 
business trips for a representative period. 


If the salesman travels 30,000 miles in the 
entire year, his business mileage will be 
60 per cent of the 30,000 total miles traveled, 
or 18,000 business miles for the year. The 
salesman can also use the 60 per cent figure 
for upkeep, depreciation and other car ex- 
penses incurred during the year. 

The salesman should remember that can- 
celed checks made out to cash or to his 
own name are not good as proof of ex- 
penses paid.” It is too easy for the check 
writer to do some “finagling” when checks 
are made out to cash or self. 

The need for adequate records emphasizes 
this fact: An allocation between business 


and personal expenses can be made by the 
Revenue Service instead of by the taxpayer 
but such allocation usually ends in an un- 
favorable result to the taxpayer.” 


Types of Deductible Business Expenses 


A salesman seeking a deduction must be 
able to point out an applicable statute and 
show that he comes within its terms.” 
Otherwise the salesman claiming deduc- 
tions should furnish as much definite proof 
of their nature and details as is reasonably 
possible. The evidence might show enough 
general proof and details of expenditures 
to allow a court, if necessary, to make an 
allowance for a reasonable or approximate 
estimate.™ 

As the Code does not give a detailed 
explanation about deductibility of salesmen’s 
expenses, the Revenue Service, as a result 
of various regulations, court decisions and 
experience, has developed a set of rules over 
the past years that it will continue to use. 
The reason that the employee-salesman is 
required to deduct the expense is inferred 
from the tax rule that one taxpayer (em- 
ployer) cannot deduct the expense of another.™ 

The general rules are that before ex- 
penses are deductible as business expenses 
by a salesman they must be:™ (1) deductible 
from compensation paid as an employee,” 
(2) reasonable and necessary,” (3) incurred 
while away from home (business),™ (4) in- 
curred in the pursuit of business™ and 
(5) have a direct connection between the 
expenditure and the carrying-on of the 
business of the salesman’s employer.” 


If any one of the above qualifications is 
lacking, the expense is not deductible as a 
business expense. 

The items listed below were allowed as 
deductible business expenses under the old 
Code (unless reference is given to the new 
Code); therefore, it is logical to assume 
that they will also be allowed under the 
new Code. 








4 Sutor, CCH Dec, 18,442, 17 TC 64; Golding 
& Hahn Company, Inc., CCH Dec. 4882, 15 BTA 
499; Dashew, CCH Dec. 5062, 16 BTA 1; Smith, 
cited at footnote 4; auto expenses were not 
considered a business deduction since there 
was no proof as to what part of the expenses 
was incurred away from home. 

#“s. D. & S. Hecht, CCH Dec. 18,263, 16 
TC 981; Lawson, CCH Dec. 4191, 12 BTA 1076; 
Summerour v. Allen, 51-2 ustc { 9426, 99 F. 
Supp. 318. 

8% M. Markovits, CCH Dec. 19,138(M), 11 TCM 
823; G. Searight, CCH Dec. 17,832(M), 9 TCM 
731. 

51 Nelson, CCH Dec. 15,084, 6 TC 764. 
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% New Colonial Ice Company v. Helvering, 4 
ustc § 1292, 292 U. S. 435. 

5 Cited at footnote 47. 

* Colston v. Burnet, 3 ustc { 947, 59 F. (2d) 
867; Brice, CCH Dec. 12,464-A, BTA memo. op. 

% Jones, CCH Dec. 17,298, 13 T. C. 880; 
Flowers, cited at footnote 27. 

56 Magill, CCH Dec. 1499, 4 BTA 272. 

s Lincoln Electric Company, 49-2 ustc { 9388, 
176 F. (2d) 815 (CA-6). 

% Amoroso v. Commissioner, 52-1 ustc { 9135, 
193 F. (2d) 583 (CA-1). 


5° Flowers, cited at footnote 27. 
® Lorenz, CCH Dec. 17,155(M), 8 TCM 720. 
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These deductions are for stay-away-from- 
home-overnight salesmen only: hotel bills,” 
baggage transfers,” laundry™ and meals.” 


The following are deductible for all sales- 
men: transportation fares,” stenographic 
service,” tips,” Christmas cards,™ lead cards 
and calling cards,” passport fees,” taxi fare,” 
telephone,” travel expenses to convention,” 
telegraph,“ postage,” sample rooms," trade 
mrgizines,” license,” Christmas 
presents to customers,” tax consultant (pro- 
rate), pamphlets and printing,” bond pre- 
miums,” dues to professional organizations ™ 
and any other genuine business expenses. 


occupational 


When the salesman acts as an employee, 
dues paid to professional societies and 
amounts paid as subscriptions to profes- 
sional journals, as well as amounts spent 
currently for books, the useful life of which 
is short, may be deducted only from net 
income unless the salesman uses the optional 
standard deduction.™ 

Expenditures at a social or luncheon club 
for lunches can presumably be deducted in 
the same manner as other comparable busi- 
ness expenses, subject to various limita- 
tions.” Social club dues can be deducted if 
increased sales result from such club mem- 
bership. A certain percentage of the dues 
will be allowed as an expense if proof is 
shown that the income of the salesman has 
been increased because of his membership.” 


Entertainment expenses for customers 
are deductible provided that they constitute 
ordinary and necessary expenses incurred 
in the operation of selling.” A sales man- 
ager was allowed by the Tax Court to 
deduct expenses of entertaining his sales- 
men because he was able to prove that it 
resulted in an increased income to him.* 

*t Schurer, CCH Dec. 13,829, 3 TC 544; I. T. 
3368, 1940-1 CB 29. 

® Cited at footnote 42. 

83 Gustafson, CCH Dec. 13,983, 3 TC 998. 

* M. Lucas, CCH Dec. 4380, 13 BTA 642. 

® See footnote 29. 

* O’Meara, CCH Dec. 15,683, 8 TC 622. 

* Perkins, CCH Dec. 19,006(M), 11 TCM 532. 

*® Limerick, CCH Dec. 17,696(M), 9 TCM 465. 

® Waddell, CCH Dec. 18,693(M), 10 TCM 1135. 

~”T. T. 2156, IV-1 CB 35. 

™ Cited at footnote 51. 

7 Russell, CCH Dec. 18,890(M), 11 TCM 334. 

73 Ratterman, CCH Dec. 16,509(M), 7 TCM 476. 

™ Sherman, CCH Dec. 18,119, 16 TC 332. 

7 Cited at footnote 74. 

™% Oppenheimer, CCH Dec. 2739, 7 BTA 1156. 

7 See footnote 2. 

78 See footnote 2 

” A. R. R. 3131, II-2 CB 32. 


% See footnotes 2, 41. 
8% Shein, CCH Dec. 18,816(M), 11 TCM 191. 


2 See footnote 2. 
8 Todd Johnson v. U. 


F. Supt. 377. 
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Often taxes are not deductible as taxes. 
However, where a tax is incurred as the 
direct result of the salesman’s business 
activities, the tax may be deducted as a 
expense. The entire of the 
including tax, is claimed as the 
business deduction.” 


All types of automobile expenses are 
deductible by the salesman when he uses 
the car in his business. Such expenses as 
gas, oil, grease, repairs,” insurance, depre- 
ciation,” license plates, driver’s license and 
other general upkeep are allowed.” Cost of 
reconditioning an automobile is considered 
a capital expenditure.” If the auto is worn 
out in one year, the cost is a deductible 
expense.” If it is sold or exchanged and a 
loss is sustained on the sale or exchange, 
such loss is a deductible expense.” 


business cost 


expense, 


A salesman who works for an out-of-city 
or out-of-state employer can have a room 
in his house which he uses for an office. He 
can work there days or nights making out 
reports, keep records there, and do any 
other work that is necessary for his sales 
job. He is then allowed to deduct such 
services as heat, light and cleaning, as well 
as depreciation on his office furniture, books 
and that one room as a business expense.” 


When a personal auto or a room in a pri- 
vate residence is used part time for business 
and part time for personal use, the expenses 
of operating the same have to be prorated 
between business deductions and personal 
use. Prorating is figured on the amount of 
use and time used for business and personal 


(Continued on page 190) 


reasons. 





* Rev. Rul. 54-565, I. R. B. 1954-49, 9. 

%S Home Guaranty Abstract Company, CCH 
Dec. 15,682, 8 TC 617 (acq., 1947-2 CB 2). 

86 Guggenheimer, CCH Dec. 18,899, 18 TC 81; 
Lee, CCH Dec. 15,097(M), 5 TCM 240; two 
thirds of social club dues allowed. 

* Cited at footnote 74. 

% Christensen, CCH Dec. 18,825, 17 TC 1456. 

% Sec. 164(b)(3). 

® Appeal of Maisel, 
BTA 66. 

™ Bulletin ‘‘F,’’ depreciation pamphlet of the 
Internal Revenue Service; the usual deprecia- 
tion period for an automobile of a salesman is 
three years. 

® Green, CCH Dec. 16,931, 12 TC 656. 

® Doris Jones, CCH Dec. 19,004(M), 11 TCM 
529. 

% Harbeson Lumber Company, CCH Dec. 7244, 
24 BTA 542. 

% I. T. 3728, 1945 CB 78. 

*F. D. Newman, CCH Dec. 
TCM 908. 


Jr.. CCH Dec. 528, 2 


19,175(M), 11 
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The Tax Problems 
of the Retired Taxpayer 


By JOE S. FLOYD, Jr., Associate Professor of Finance, University of Florida 


Approximately 14 million persons in the United States now are age 65 or older. 
Recently, it has been predicted that the number of persons 65 years of age 

and older will reach 19 million by 1970. Whether you are already 

within the retirement age group or are merely approaching that status, you will 
find this article well worth reading. The author thoroughly discusses and 
explains the retirement income credit and the double exemption for persons 65 
and older. Also discussed are possible changes in the retirement income 

credit, future benefits under the social security program, the choice between 
gifts to heirs while living as opposed to passing 

the estate upon death, and the purchasing power of the dollar. 


T HE PROBLEMS of retirement are 
many and they are becoming much more 
important as the number of Americans eli- 
gible for retirement increases. Recently, it 
has been predicted that the number of per- 
sons 65 years of age and older will reach 
19 million by 1970." Since approximately 14 
million persons now are age 65 or older,’ 
this will be an increase of more than one 
third in the number of aged in less than 
15 years. In considerable part, this estimate 
of future growth among the aged is based 
upon the relatively high birth rates which 
prevailed in this country between 1875 and 
1884. Other important contributory factors 
to the increase are the force of immigration 
and lower mortality rates which are con- 
tinually increasing the average life span of 
the typical American. 

Coupled with this increase in the number 
of older persons is the prospect that most 
of them will be retired. In economic terms 
“retirement” means that they have volun- 
tarily withdrawn from the labor force. At 
present about three of every four persons 


over 65 have some type of income* and many 
of these are relatively self-sufficient finan- 
cially. The actual process of retirement has 
been encouraged by the federal government 
through the Social Security Act and other 
retirement plans together with federal tax 
concessions for retired persons. It also has 
been by the multiplicity of 
private pension plans as well as retirement 
systems developed by state and local gov- 
ernments. Many of these plans are designed 
to supplement benefits received under social 
security while other plans are intended for 
workers who are not covered by the federal 
act. 


encouraged 


Beginning in 1948 the federal Internal 
Revenue Code provided special concessions 
in the form of double exemptions for each 
taxpayer who was 65 or older. This pro- 
vision also allowed a double exemption for 
the taxpayer’s spouse in the event that he 
or she was also 65 or older. With the 
revision of the Code in 1954 came an 
entirely new concept of a tax credit for 





1 Paper given by Professor Homer L. Hitt, 
head of the Institute of Population Research 
of Louisiana State University at the Sixth An- 
nual Southern Conference on- Gerontology at 
the University of Florida, Gainesville, Florida, 
on January 19, 1956. 


Retired Taxpayer 


retirement income.‘ This concept defines as 
218 Social Security Bulletin 22 (December, 
1955). c 

* See preceding footnote. 

*See 32 TAXES 721 (September, 1954) for a 
discussion of the changes in the Code which 
provided for the taxation of retirement income. 


187 





retirement income for persons 65 and older 
any income received from pensions, an- 
nuities, interest, rents, and dividends. A re- 
cent revenue ruling held that income from 
royalties is not retirement income for pur- 
poses of computing this credit.5 For re- 
tired persons under 65, however, retirement 
income includes only income received from 
a public retirement fund. Such a fund is 
defined as a system established by the 
United States or one of its political sub- 
divisions. Specific legislation was enacted 
in order to assure that income from a 
retirement fund established by the United 
States for members of the armed forces 
would be classified as retirement income 
under this section. 

To qualify for the retirement income 
credit the taxpayer must have earned in- 
come in excess of $600 in each of any ten 
calendar years prior to the taxable year. A 
widow may qualify on the basis that either 
she or her deceased spouse met the test 
in ten years prior to the taxable year and 
similar treatment is accorded widowers. For 
farmers and owners of businesses the net 
profit from their business may be used to 
qualify for the retirement income credit in 
the event that it appears that at least $600 
of such profit was obtained through per- 
sonal services in each of ten years prior to 
the taxable year. 


The actual amount of the retirement in- 
come credit is 20 per cent of the amount 
of retirement income, but only $1,200 of 
retirement income can be used in the de- 
termination of the credit. Individual tax- 
payers may have the amount of their credit 
reduced by the amount of their earned in- 
come within the taxable year and by the 
amount of income received under the Social 
Security Act and the Railroad Retirement 
Act. In practice, this means that the 
amount of the retirement income which is 
the basis for computing the retirement 
credit is reduced, dollar for dollar, by 
amounts received under the Social Secu- 
rity Act, the Railroad Retirement Act and 
a limited number of other federally spon- 
sored pension programs which provide pen- 
sions which by law are excluded from 
gross income. Retirement income also is 
reduced by amounts received in compensa- 
tion for personal services which exceed 
$900 in the taxable year. This later pro- 
vision, however, is not applicable to persons 
75 years of age and older. However, for 
taxable years beginning after December 31, 


5 Rev. Rul. 55-636, I. R. B. 1955-43. 
* Pub. L. 299, passed on August 9, 1955. 
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1955, persons under the age of 65 may 
earn $900 a year, persons 65 to 71 may earn 
$1,200 a year and persons 72 and over 
may earn any amount. In Schedule K of 
Form 1040 (individual federal income tax 
return), amounts received from social secu- 
rity and similar sources are classified as 
retirement income together with income 
from rents, interest, dividends, and other 
pensions. Thus the social security deduc- 
tion does not completely eliminate the re- 
tirement credit for taxpayers who have 
other sources of retirement income unless 
the total of income from social security 
exceeds $1,200 per year. 


The total amount of retirement credit 
obtained from the above-outlined calcula- 
tion cannot exceed the sum of (1) credit 
for tax withheld on tax-free covenant bonds, 
(2) foreign tax credit, (3) dividends re- 
ceived credit and (4) credit received for 
partially tax-exempt interest. This provi- 
sion sharply limits any potential tax re- 
fund which might be obtained by use 
of the credit. The retirement income credit 
of a husband and wife domiciled in a com- 
munity property state is to be divided be- 
tween them equally, and so long as at least 
one of them has earned income of more 
than $1,200 per year for ten years prior 
to the taxable year each qualifies for the 
credit." In noncommunity property tax 
states, it is possible for both husband and 
wife to obtain retirement income credit if 
both can qualify under the earnings test. 

It should be pointed out that the general 
purpose of the retirement income credit 
is to bring the tax treatment of persons 
retired under state and local government 
pension plans into line with the treatment 
afforded persons retired under Old Age and 
Survivors Insurance. Prior to the estab- 
lishment of the retirement credit, pensions 
received under state and local government 
plans were taxable to the recipient to the 
extent that they represented income rather 
than a return of a capital contribution 
while pensions received under social secu- 
rity were tax-exempt under the federal tax. 
Yet the 1954 amendment to the Social Secu- 
rity Act which permitted persons retired 
under the act to earn up to $1,200 per year 
from personal services without any reduc- 
tion of benefits has had the general effect of 
introducing a new element of inequality be- 
tween the tax treatment afforded persons 
retired under social security as compared 


to those retired under state and local sys- 


* Rev. Rul. 55-598, I. R. B. 1955-39. 
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The general purpose of the 
retirement income credit is to bring 
the tax treatment of persons 

retired under state and local 
government pension plans into line 
with the treatment afforded 

persons retired under Old Age and 
Survivors Insurance. 


tems. Under the concept of the retirement 
income credit, any earnings from personal 
service which exceed $900 in the taxable 
year reduce the retirement tax credit. It 
should also be pointed out that the retire- 
ment income concept clearly discriminates 
against persons under age 65 who have re- 
tired under private pension systems. These 
persons are not eligible for the credit while 
credit is given to persons under 65 who 
have retired under public systems. 

One of the most important effects of this 
credit device is to encourage retirement 
through the method of tax concession. Yet 
the double exemption which is provided for 
persons 65 and older cannot be of material 
assistance to persons whose only source of 
income is from personal services. Because 
the receipt of social security income serves 
to reduce the amount of retirement incorne 
credit, it is important to note that, with the 
gradual growth in the coverage and the 
amount of benefits provided through the social 
security system, the importance of the 
retirement credit will diminish over a period 
of time unless the provision is substantially 
altered. In mid-1955, it was estimated that 
5.9 million of the approximately 14 million 
persons age 65 and older were covered by 
the social security system.* In the future 
the proportion of the aged who are covered 
will increase significantly and more of them 
will be eligible for the maximum social 
security pension. At the end of 1954 almost 
one million workers 65 years of age and 
older were covered under private pension 
plans and the number of workers thus cov- 
ered may also be expected to increase 
significantly. 

To examine briefly the problem of the 
retired taxpayer in the broadest sense of 
the term, it should be recognized that his 
decisions are based upon his own estimates 
with respect to several types of uncer- 
tainties. One of these is associated with 
potential future changes in either the Social 
Security Act or in federal tax law. Another 
type of uncertainty is connected with the 


8 Bulletin cited at footnote 2. 
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probable future life span of the taxpayer 
which is essentially a guess as to the prob- 
able time he will spend in retirement. And 
one of the most perplexing types of uncer- 
tainty has to do with estimating future 
changes in the economic climate. Specifically, 
some estimate of future income and price 
levels is necessary for careful estate planning. 


Each of these problems may be examined 
briefly. There appears to be an ever-ex- 
panding idea of an adequate social security 
or welfare program. In part the liberaliza- 
tion of the program over recent years has 
been accentuated by the postwar infla- 
tion with the consequent declines in the 
real value of the pensions provided. But 
in perhaps a more important way these 
changes have been spurred by a desire for 
higher standards in the program. Broader 
coverage, for example, is an effort to make 
the social security plan the “base” for every 
type of retirement system, public as well 
as private. 


As most everyone would readily acknowl- 
edge, changes in laws are very difficult to 
predict. But it would appear that the re- 
tirement income credit is so closely tied to 
the social security system that any large 
changes in standards in this area would be 
reflected in the tax law which relates to 
the retirement income credit. If, for ex- 
ample, there was further liberalization of 
the amount of earned income which could 
be obtained without reduction of social se- 
curity benefits, then it would only be equitable 
to change the restrictions present in the re- 
tirement income credit. Larger maximum 
benefits under social security would also 
appear to call for revision of the retire- 
ment income credit. 


One of the most difficult problems which 
confront the wealthy retired taxpayer is the 
choice between gifts to heirs while living 
as opposed to passing the estate upon death. 
As the careful est planner knows, there 
are many perils in this choice for it involves 
not only potential changes in legislation but 
also an estimate of the number of years 
which the taxpayer has to live. Certainly 
there is no one answer to this problem, for 
each taxpayer must work out his own special 
solution with the aid of competent advice. 
But the tax concessions which now exist 
for older taxpayers provide a solid basis for 
holding some of the estate in the taxpayer’s 
hands until death. 


The final type of problem mentioned, that 
of attempting to judge the economic climate, 
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is also fraught with difficulties. But the 
gradual erosion of the purchasing power of 
the dollar which has now extended over 
a 50-year period under both Democratic 
and Republican administrations cannot be 
ignored in terms of estate planning. It is 
possible that even such a long-run trend 
may be brought to a halt. Perhaps the 
sheer numbers of older people who have 
so much to lose through continued inflation 
will permit strong political pressure to be 
exercised in behalf of a dollar with stable 
purchasing power.” But, unless the trend 
is halted, individual taxpayers will have to 
plan their activities so as to anticipate this 
problem. This means investment in equity- 
type situations as opposed to fixed-income-type 
situations. And two of the equity-type in- 
struments which have been used heavily in 
the past have serious disadvantages for the 
older taxpayer. Common stock investment 


in recent years has been characterized by 
attempts to obtain capital gains as opposed 
to earned income. This has reached a point 
where many corporate managements tend 
to reinvest a high proportion of corporate 
earnings in order to insure such gains in 
market values of their stocks. Since the 
capital gains tax offers no special tax ad- 
vantage to the older person, common stocks 
offering this potential are relatively unat- 
tractive to the older taxpayer. And rental 
real estate, which for many years offered 
a highly desirable equity-type investment 
for many small savers, has lost many, if not 
most, of its advantages. A combination of 
the many federal and state subsidies which 
are designed to encourage home ownership 
together with the dismal experience with 
rent control suggest that this type of in- 
vestment should be avoided in many in- 


stances. [The End] 


THE TAX PROBLEMS OF SALESMEN—Continued from page 186 


It will pay you to remember: 


(1) Records of business expenses have to 
be kept for two reasons: (a) so that a sales- 
man will know the total of his expenses 
and won't money by forgetting an 
expense item and (b) so that, if and when 
the salesman is questioned by the Revenue 
Service about his deductions, he will have 
the necessary proof at hand. All receipts 
and proof should be kept for a period of 
at least five years before being discarded. 

(2) Travel 
tion, rooms and meals and are deductible 
by the “stay-away-from-home-overnight” 
salesmen only. 


kk se 


expenses include transporta- 


(3) Transportation expenses are for fares 
only. 

(4) Business expenses are deductible from 
gross income toward adjusted gross income; 
the standard deduction may also be used. 

(5) An attached itemized list is a prime 
requisite for end-of-the-year tax returns. 

(6) Expenses to be deductible toward 
adjusted gross income may only be in- 
curred by an employee in the service of 
an employer. 

(7) If auto or residence is used partly 
for business and partly for pleasure, ex- 
penses have to be prorated between the 
business and the personal use. 


(8) Reimbursement of expense payments 
is income. 

(9) Place of 
residence. 

(10) Expenses to be deductible have to 
be ordinary, reasonable and necessary. 

(11) Remember the word proof. 

In 1954, two important rulings were issued 
by the Internal Revenue Service concerning 
the determination of allowances for travel 
expenses, entertainment and other business 
deductions. Rev. Rul. 54-195, I. R. B. 
1954-23, 4, stated that a reasonable approxi- 
mation of expenses could be given credit 
by using secondary sources and collateral 
evidence, such as, reasonableness of expense, 
reliability and accuracy of other records 
and general credibility of the taxpayer. 

Rev. Rul. 54-497, I. R. B. 1954-45, 8, ex- 
plained that in order to substantiate his 
expenses, a taxpayer is not required to 
secure, retain and produce receipts for 
each meal and for each night’s lodging. 
Absolute certainty in such matters is usually 
impossible and is not necessary. Accordingly, 
the Revenue Service allows considerable 
latitude with respect to record-keeping or 
evidence tending to prove such expenses. 
However, an adequate record should be 
maintained day by day and kept in suf- 
ficient detail to determine the correct tax 


liability. [The End] 


business does not mean 





the recent Sixth Annual Southern Con- 
ference on Gerontology, Professor J. J. Speng- 
ler of Duke University said persons over 64 
years of age must unite in a political pressure 
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group with others who are opposed to inflation. 
Professor Spengler said that the incomes of the 
aged suffer under our present ‘‘labor standard”’ 
monetary framework. 
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By ALBERT MANNHEIMER, 


HENRY LAMONT WHEELER, Jr., 
and JOEL IRVING FRIEDMAN 


The Woodward Case 
and Property Previously Taxed 


Much has been written concerning the fabulous horse Nashua formerly owned by 
William Woodward, Jr., the sportsman who was accidentally shot 

to death by his wife. This article, however, discusses an interesting and 

important estate tax point—the new credit allowed by Code Section 2013. 

The authors discuss the question of whether the deceased's 

contingent secondary life estate in his father’s estate constitutes the kind 

of property that can qualify for the new credit and also whether 

the provision in the father's will creating the deceased's 

secondary life estate operated as an effective transfer under Section 2013. 


Hh ienay PUBLIC PRESS has commented 
on certain tax aspects of the estate of 
William Woodward, Jr., the sportsman who 
was accidentally shot to death by his wife 
on October 30, 1955. However, in connec- 
tion with the Woodward estate, nothing has 
been written with reference to an interest- 
ing and important estate tax point—namely, 
the new credit for property previously taxed 
(1954 Code Section 2013). 

In order to discuss the effect of the prop- 
erty previously taxed credit on Woodward’s 
estate, it is first necessary to summarize the 
facts. The will of William Woodward, Sr. 
(hereinafter called the “father”) provided for 
William Woodward, Jr. (hereinafter called 
the “son”) in two respects: First, it gave 
him the Belair Stud Farm (including Nashua) ; 
second, it gave him a secondary life estate 
(described more fully later). 

With respect to the property previously 
taxed credit as it applies to the Belair Stud 
Farm, no challenging questions are pre- 
sented. However, in this connection a few 
points merit mention: (1) The fact that the 
son’s estate will be entitled to the property 
previously taxed credit in connection with 
the farm will drastically reduce the federal 
estate tax on his estate. It should be noted, 
however, that the son’s estate will be en- 


titled to only 80 per cent of the credit since 
he outlived his father by just a little over 
two years.’ (2) For the purpose of comput- 
ing the estate tax credit, the value of the 
farm will be taken as of the date of the 
father’s death, so that so far as the property 
previously taxed credit is concerned, the son’s 
estate will not benefit by the increased value 
resulting to a degree from the successes 
achieved by Nashua, who was recently sold 
for $1,251,200. (This, however, would also 
have been the case with respect to the old 
property previously taxed deduction, 1939 
Code Section 812(c).) 


Of unusual interest taxwise, however, is 
the effect on the son’s estate of the new 
federal property previously taxed credit in 
respect of the provision in the father’s will 
giving the son a secondary life estate. The 
father’s will directed that his entire residu- 
ary estate be held in trust and that the 
income be paid to his wife during her life- 
time. On the wife’s death, if the son sur- 
vived her, a portion of the residuary estate 
(three parts for the son as compared to one 
for each of four daughters) was to be held 
as a separate trust and the income paid to 
the son during his lifetime. The wife, the 
primary income beneficiary, is still living, 
so that the son never received any trust in- 





11954 Code Sec. 2013(a)(1). Incidentally, in 
giving the farm to the son, the father’s will 
expressed the ‘“‘hope that it may mean as much 
to him as it has to my uncle and myself and 


Woodward Case 


that he may spend many happy days there, 
maintaining the place in a modest and simple 
way, as has been our habit.”’ 
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come. This brings us to the question as to 
whether, under the new property previously 
taxed Section 2013, the contingent provision 
made in the father’s will for the son’s sec- 
ondary life estate will entitle the son’s estate 
to a credit based on the actuarial value of 
that contingent interest. 

To entitle itself to the credit, the son’s 
estate must establish (1) that the contingent 
secondary life estate is the kind of property 
that can qualify for the new Section 2013 
property previously taxed credit, and (2) 
that the provision under the father’s will for 
the contingent secondary life estate consti- 
tutes an effective transfer under Section 2013. 


Is Contingent Secondary Life Estate 
Property That Can Qualify? 


Under the old law (1939 Code Section 
812(c)), no property previously taxed de- 
duction could possibly have been allowed 
for any life estate, even if the life tenant had 
lived long enough to enjoy the income. The 
reason is that under the old law the only 
kind of property that could qualify for the 
property previously taxed deduction was 
either (a) property in the estate of the second 
decedent that could be identified as having 
been received from the first decedent, or 
(b) property which could be identified as 
having been acquired by the second dece- 
dent in exchange for property so received. 
(Obviously, a property interest which ter- 
minated on the death of the second decedent 
could not be identified in his estate.) All 
that is gone now. Under the 1954 Code, for 
the purposes of the new property previously 
taxed credit, this so-called tracing require- 
ment has been eliminated. Accordingly, the 
Senate Finance Committee Report on the 
1954 Code (page 122), after stating that under 
the new Code a terminable interest consti- 
tutes the kind of property that can qualify 
for the property previously taxed credit, 
continues as follows: 


2 Paul, Federal Estate and Gift Taxation, Vol. 
1, Sec. 1.05, where he points out that for estate 
tax purposes the transfer of property is taxable 
although it escheats to the state for lack of 
heirs. 

® The limitation contained in Sec. 2013(c) does 
not bar the credit. Subsection (c), as well as 
subsection (b), refers not to the property trans- 
ferred but to ‘‘the value of the property trans- 
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“Thus, if A transfers a life estate in prop- 
erty to B, and the remainder interest to C, 
the value of the life estate at the time of A’s 
death would form the basis for the compu- 
tation of B’s credit for the estate tax paid 
on the transfer by A, and the value of the 
remainder interest at the time of A’s death 
would be used in determining C’s credit.” 


This statement is sanctioned by Section 
2013(e), which provides that the term “prop- 
erty” includes any beneficial interest in 
property, including a general power of ap- 
pointment. Clearly, then, the son’s right to 
receive income after the death of his mother 
constitutes the kind of property that can 
qualify for the new property previously 
taxed credit. 


Does Provision for Contingent Secondary 
Life Estate Constitute Sufficient Transfer? 


The estate tax is imposed on the theory 
that the entire estate is transferred at the 
time of the decedent’s death—and not when 
the beneficiaries reap the fruits of the trans- 
fer.” Moreover, the property transferred 
generally is valued as of that time, and the 
portion of the Senate report quoted above 
indicates that for property previously taxed 
purposes, the transfer is so valued. Accord- 
ingly, the theory, as we understand it, of 
the new Section 2013 is that the estate of 
the second decedent is entitled to the benefit 


of the property previously taxed credit for 
any property interest whatsoever, either ab- 
solutely or contingently transferred to the 
second decedent from the estate of the first 
decedent, provided, however, that the value 


of that interest can be determined actuari- 


ally as of the time of the death of the first 


decedent. Since the value of the son’s sec- 
ondary life estate is susceptible of such ac- 
tuarial determination, it would appear that 
the provision in the father’s will constitutes 
a sufficient transfer within the meaning of 
Section 2013, and that therefore the estate 
of the son, William Woodward, Jr., is en- 
titled not only to a property previously taxed 
credit based on the value of the Belair Stud 


Farm, but also to a property previously taxed 
credit based on the actuarial value of the 
contingent secondary life estate.’ [The End] 


ferred.’’ The limitation was not designed to 
restore the tracing requirement. The purpose of 
the limitation was to restrict the credit to the 
tax that would have been imposed on the value 
of the transferred property in the second dece- 
dent’s estate, and comes into play where that 
estate is in lower estate tax brackets than the 
first decedent's estate. 
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Tax Problems of Unitization 


By OLIVER W. HAMMONDS and GEORGE E. RAY, Dallas Attorneys 


Unitized operation and development of oil and gas properties by use of secondary 
recovery methods requires a properly considered unitization agreement and, in 
particular, a careful consideration of the tax and related legal and accounting 
problems. This article explains the nature of unitization—how it works. 

The authors explain and discuss in detail the tax problems arising in connection 
with the formation of the unit, as well as those arising during the actual operation 
of the unit. Questions concerning gain or loss to participants on formation of 
the unit basis adjustments, depletion allowance and expenses are answered. By way 
of an appendix to the article, the authors include a typical 

unitization problem along with an agreement effectuating the solution. 


‘MHE INCREASINGLY great economic 
potentials resulting from the expanding 
use of secondary recovery methods’* in the 
development of oil and gas fields continu- 
ously emphasizes the importance to those 
concerned therewith of a comprehension of 
the problem involved in the unitization 
of such properties. This is because of the 
fact that implementation of such secondary 
programs requires unitized operation and 
development of those fields without regard 
to individual lease boundaries. Unitized opera- 
tions and development of such properties in 
turn require a properly considered unitization 
agreement and, in particular, a careful consid- 
eration of the tax and related legal, accounting, 
engineering and economic problems.’ 

Basic to a solution of the problems at 
hand is a working grasp of the objectives 
to be accomplished by unitized operation 
and development of oil and gas properties.* 
It has been stated* by a recognized authority, 
Mr. William J. Murray, Jr., member, Rail- 
road Commission of Texas, that unit opera- 
tion is simply a means to an end, the efficient 
operation of an underground petroleum reser- 


voir so as to obtain the greatest possible 
ultimate recovery of oil consistent with 
sound economics. To accomplish this end, 
it has been found that unitization is a con- 
venient, generally desirable and frequently 
imperative legal device. Unitization was the 
legal tool devised to satisfy equity among 
the producers so that the engineers would 
be free to put into operation some technique 
of pressure maintenance through fluid injection 
which would accomplish increased recovery. 


The need for unitization arises from the 
fact that most oil reservoirs in the United 
States have diverse ownership. Consequently, 
the reservoirs can be operated as a whole 
only through cooperative arrangements be- 
tween the various producers. Without such 
wholeness of operation, economic waste 
results. Because diverse ownership of the 
reservoirs makes attainment of the necessary 
conservation principles more complex, regu- 
lation by a public authority and cooperation 
by the producers have represented the best 
approach so far to reconciliation of diversity 
of ownership and efficient recovery of re- 
serves. It has also been found that coopera- 





' The estimated additional recovery by such 
methods in the entire State of Texas is 15 bil- 
lion barrels. The Wall Street Journal (S. W. 
Ed.), November 24, 1952, p. 12. 

2 We are here concerned with the technical 
aspects of an existing modus operandi, not the 
political aspects thereof. On the latter see 
E. M. Hyder, Jr., ‘‘Compulsory .Unitization at 


Unitization 





What Price to Industry,’ 7 TIPRO Reporter 
27 (November-December, 1955). 

*See, generally, Murray, “Engineering As- 
pects of Unit Operation,’’ Third Annual Insti- 
tute on Oil and Gas Law and Taszation, 
Southwestern Legal Foundation, p. 1. 

* Murray, article cited at footnote 3. 
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tion between producers frequently attains a 
more satisfactory solution of equities and 
a higher degree of conservation than can be 
accomplished through general regulations 
of a centralized regulatory body. 


Such cooperation takes various forms. 
The operators in the East Texas Field 
joined together to organize a cooperative 
water injection company which takes the 
water produced throughout the field and 
returns it to the reservoir. In other cases 
the operators cooperatively build plants to 
collect and process the gas produced inci- 
dent to the production of oil and either 
cooperatively market or reinject this gas 
into the producing reservoir. In still other 
cases, operators are able to reach an agree- 
ment by which all of their separate interests 
“pooled” or “unitized” so that the field 
may then be produced as a whole and each 
operator receives his pro-rata portion of 
the revenue. Such unitization is generally 
found to be most feasible and desirable 
where a pressure maintenance program of 
gas or water injection is involved. 


are 


For a graphic example of the elementary 
place and need for unitization, see the 
three diagrams below. The sketches were 
prepared by H. J. Ritts, Jr., a Dallas petro- 
leum engineer. 

Hence, the place for and need for utiliza- 
tion is clear. The engineer interested in conser- 


vation and maximum efficiency of recovery 
of the oil and gas reserves in the ground 
approaches unit operation as a solution for 
his conservation problems after finding such 
cannot be accomplished through regulation 
and through cooperative but separate own- 
ership and operation. 


It is here that the lawyer comes into the 
picture. It is -he who must counsel and 
advise the operators as to whether the 
unitization of diverse property interests in 
one field or reservoir represents the best 
approach for maintaining equity among the 
owners while accomplishing maximum con- 
servation. It is the duty of the lawyer to 
work out legal and equitable procedures 
which will permit the engineers to operate 
the reservoir in that fashion which will 
obtain maximum recovery. 


His tool is most frequently unitization of 
the property interests, and his team is the 
engineer, the state regulatory bodies and the 
accountant. The responsibility is a heavy 
one, it having been stated that if any mem- 
ber of the team fails to discharge his re- 
sponsibilities in the forward progress of 
conservation, “it will severely and adversely 
affect the economic welfare of the oil pro- 
ducing states and our national security and 
possibly pave the way for nationalization, 
in the guise of conservation, of our petro- 
leum industry.” * 





Original Oil in Place 
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This sketch shows the reservoir with an oil column, 
water table and gas cap before the first barrel has 
been produced. 





5 See, generally, Murray, article cited at foot- 


note 3, at p. 18. 
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Depleted Oil Reservoir 
Operated by Several Operators 
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This sketch illustrates the depleted reservoir when 
it has been operated by three different operators, 
showing that a rather large percentage of oil still 
remains in the ground with some migration of the oil up into the gas cap. It also 
shows the increase in investment of surface equipment for storage of produced oil. 





Depleted Oil Reservoir 
Under Unitized Operation and Pressure Maintenance 
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NATURE OF THE UNITIZATION TOOL 


The foregoing brings us to a considera- 
tion of the nature of the legal device or 
tool used for the accomplishment of the 
stated objective of combining the develop- 
ment and operation of numerous separately 
owned tracts of land overlying a common 
reservoir of oil and gas into one property 
as if they were under a single lease. The 
tool is unitization. 

In the earlier literature relating to this 
type of combined development and opera- 
tion the words “pooling” and “unitization” 
have been used in their broader sense inter- 
changeably, and in view of the lack of au- 
thoritative definition by the courts the two 
words are still used together out of excess 
of legal caution. However, customary use 
of language in the industry, by the legis- 
lature, and by the courts currently is crystal- 
lizing into the use of the two terms to mean 
separate things; namely, the word “unitiza- 
tion” means combining the “development 
and operation of all separately owned 
tracts in a large part of or an entire reser- 
voir,” while “pooling” means the “operation 
and development as a whole of all sepa- 
rately owned tracts in a drilling or prora- 
tion unit.” The word “unit” is used in both 
categories, namely, to refer to the “develop- 
ment of a large part of or an entire pool as 
an entirety or to the development of an 
entire drilling or proration unit as an 
entirety.” ° 

We are here concerned primarily with 
the unitization agreement as distinguished 
from the pooling agreement. 

Unitization generally is accomplished by 
the use of two basic documents: (1) the 
“unit operation agreement,” in which oil 
and gas lessees agree to unitize their sepa- 
rate properties in the reservoir and agree 
upon the manner and method of participa- 
tion and operation of the unit, and (2) the 
“royalty unitization agreement” in which 
the lessees and royalty owners agree upon 
the unitization of the reservoir, and upon 
the method and manner of participation 


therein and in which they authorize the 
unit operation provided by the unit opera- 
tion agreement. The term “unitization agree- 
ments” may mean either or both of the two 
foregoing types of agremeent.” 

The problems incident to the effecting of 
such unitization agreements are those which 
arise at the time of, and in connection with, 
the formation of the property unit and, 
again, during the operation of the unit. 
They require, therefore, careful anticipator:, 
legal consideration of both phases in rela- 
tion to complex engineering, operating, ac- 
counting and economic factors pertaining 
thereto. It is clear that, for the most part, 
these problems must be resolved by analogy, 
since there is little case, statutory or admin- 
istrative law to mark the way." 


It is the purpose of this article to con- 
sider the tax problems of unitization arising 
in connection with the formation of the 
unit and during the operation of the unit. 
The principal purpose will be to point up 
the major problems as a basis for detailed 
consideration in a specific unitization un- 
dertaking, and which must necessarily vary 
according to the particular factual situation 
at hand.’® 


TAX PROBLEMS ARISING IN CONNECTION 
WITH THE FORMATION OF THE UNIT 


Tax Treatment of the Unit 


Inherent in the provisions for centralized 
management and operation of the unit un- 
der the unitization agreement is the basic 
question whether a separate entity taxable 
as a corporation rather than as a joint ven- 
ture or partnership has been created. 


Prior to 1948, it had been generally held 
by the courts, and the Treasury as well, that 
where such agreements did not vest title 
in one of the lessees and where each co- 
owner was entitled to his share of the pro- 
duction, even though collected and distributed 
by the operator, the arrangement was to be 
treated and taxed as a joint venture.” 

In such cases the Treasury did not re- 
quire the filing of the ordinary partnership 





® See Kirk, ‘‘Content of Royalty Owners’ and 
Operators’ Unitization Agreements,"’ Third An- 
nual Institute on Oil and Gas Law and Tagation, 
Southwestern Legal Foundation, p. 19; ef. Ap- 
pleman, ‘‘Problems of the Oil and Gas Indus- 
try: Unitization Problems,’’ Proceedings of 
New York University Ninth Annual Institute 
on Federal Taxation (1951), pp. 461, 462. The 
basic need for clarification of terminology is 
indicated. 

™ For an excellent discussion of the general 
problems of draftsmanship involved in such 
agreements, see Kirk, article cited at footnote 


6. For a good example of the working-out of a 
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hypothetical unitization problem, see Appendix 
A hereto for which acknowledgment is made to 
Frank B. Appleman, article cited at footnote 
6, at p. 462. 

* Hill, ‘“‘Tax Problems Arising Out of Unitiza- 
tion Agreements,’’ Third Annual Institute on 
Oil and Gas Law and Tazation, Southwestern 
Legal Foundation, p. 427. 

*See Kirk, article cited at footnote 6, for an 
authoritative discussion of the varying circum- 
stances which shape a particular unitization 
agreement. 

101. T. 2479, XIII-1 CB 99. 





return (Form 1065) but considered it suf- 
ficient for the operators to attach a sched- 
ule to the rgturn showing the total working 
interest, names and addresses of the co- 
owners, the percentage of each co-owner’s 
interest, total cost and expenses billed each 
co-owner and the total revenue credited in 
those cases where the operating co-owner 
distributed revenue to the other co-owners 
from the sale or other disposition of the 
co-owner’s oil and gas.” 

In 1948, however, apparently prompted 
by the growing use of joint operating- and 
unitization agreements in the industry, as 
well as by the specific adverse ruling in 
the East Alice case, in which case it was 
ruled that the unitization committee there 
provided for was an association taxable as 
a corporation, the Treasury moved to clarify 
the general picture from its viewpoint with 
the promulgation of I. T. 3930 and I. T. 
3948." By these rulings, the Treasury placed 
its entire emphasis on the marketing phase 
of the agreement in determining whether 
the unit was to be taxed as a corporation 
rather than a joint venture or partnership. 
It ruled that where there was collectively 
vested in a person or persons the irrevocable 
representative capacity to market the pro- 
duction from jointly owned properties, an 
association taxable as a‘corporation existed. 


In view of the Treasury rulings, it is, of 
course, imperative that compliance be made 
therewith in drafting of unitization agree- 
ments so as to avoid the corporate tax 
treatment. Such»is customarily accomplished 
by clauses providing as follows: Delivery 
is to be made to each lessee of his share 
of the production from the unitized area. 
Each lessee is to account to his royalty 
owner on the basis of 100 per cent of the pro- 
duction delivered to him. Each lessee is to re- 
main separately liable for payments to 
royalty or other owners out of his allocated 
share of the production. 

With the benefit of such a provision, 
each unit operator should, therefore, in ac- 
cordance with I. T. 2785” file Form 1065, 
together with schedule referred to in the I. T. 


Tax Treatment of Participants 


Gain or loss on formation of the unit.— 
Occasionally, prospective oil or gas pools 
are unitized by the joining of property 
interests prior to drilling and production, 
or adjoining leases or tracts are unitized 
before drilling. Most generally, however, 


1.7. T. 2785, XIII-1 CB 96. 
12 1948-2 CB 126; I. T. 3948, 1949-1 CB 161. 
18 Cited at footnote 11. 
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there will have been considerable develop- 
ment before unitization is decided upon. 
This means the property owners have spent 
varying sums in different types of endeavor 
—exploration, drilling, production, plans and 
the like—all of which must be reckoned 
with in the unitization of the properties. 
There may be hundreds or even thousands 
of outstanding interests, with hundreds of 
owners involved. The factual situations 
involved in joining of groperties so de- 
scribed will be, therefore, very complex 
and involved. The resulting legal, tax and 
accounting problems will be correspond- 
ingly complex, and it is with the gain or 


_loss resulting from the joining of such 


developed properties for purposes of uniti- 
zation that we are now primarily concerned. 


It is now established that it is immaterial, 
taxwise, whether there is a joining of prop- 
erties prior to development, after develop- 
ment, or an exchange of nondeveloped 
properties for developed properties. It also 
seems clear that it is immaterial whether 
such joining is accomplished by formal 
cross assignments of title interests between 
the parties or merely by contractual agree- 
ment without formal transfers of legal title. 
The Treasury considers in such circum- 
stances, where no cash adjustment is involved, 
that the parties to the unitization agreement 
have effected a nontaxable “exchange” of 
an interest in one lease for an undivided 
interest in a group of leases. Hence, no 
gain or loss results from the transaction.” 

Most frequently, however, cash adjust- 
ments will be necessitated. Where an account- 
ing is made between lessees for investment 
costs and cash is received by any lessee, 
the gain, if any, to such lessee is recog- 
nized, but not in excess of the cash re- 
ceived.” ‘If the cash is received to compensate 
for excess drilling costs contributed, gen- 
erally all of the cash will be recognized 
gain, since most lessees charge drilling 
costs to expense as incurred and thus the 
remaining depletable basis will usually be 
smaller than the sum of the value of the 
undivided leasehold interest and the cash 
received. In such an event, the new de- 
pletable basis of the lessee will be the sum 
of the old basis and the recognized gain, 
less the cash received. The gain should be 
computed separately as to each lease or 
tract, in which event any depletion pre- 
viously allowed on any such tract or lease 
in excess of the depletable basis would not 
be taken into consideration.” 


4 1954 Code Sec. 1031. 
1% See preceding footnote. 
16 G. C. M. 17760, 1937-1 CB 102. 





When cash is received by a lessee to 
compensate for excess contribution of equip- 
ment, gain is also recognized, but not in 
excess of the cash received. The amount 
of the gain will depend largely upon the 
amount of depreciation previously taken on 
the lessee’s original investment. As a gen- 
eral rule, very little, if any, gain is recog- 
nized in such cases, partciularly if the 
equipment is valued in the unit agreement 
at a discounted market value for exchange 
purposes. Under Section 1031, the gain, of 
course, would be the excess of the sum 
of the fair market value of the undivided 
interest in the unit equipment and the cash 
received over the lessee’s basis in his orig- 
inal equipment transferred to the unit.” 

To avoid the noted problems of cash ad- 
justment, the unitization agreement could 
effect equalization of investments among 
the joining parties by production adjust- 
ments in lieu of cash payments. Thus, if 
instead of receiving cash to equalize his 
excess investment cost in the lease con- 
tributed to the unit, a particular lessee 
should reserve sufficient production out of 
his contributed lease to recoup his excéss 
cost in the lease in relation to other lessees 
joining in the unit, it would appear that the 
exchange should be treated as nontaxable.” 


Nature of recognized gain or loss on 
formation of unit.—The next pertinent ques- 
tion is whether recognized gain in the fore- 
going circumstances should be treated by 
the recipient as capital gain or ordinary 
income. It is clear that any gain so recog- 
nized should be considered by the recipient 
as capital gain under Section 1231. This is 
true although part of the gain may be the 
result of cash received by a lessee to reim- 
burse him for excess contribution of in- 
tangible well costs. Since the drilling costs 
were incurred prior to the passing of an 
interest in the well to the lessee making 
the cash payment, a sale of an interest in 
the well or wells is accomplished irrespec- 
tive of the fact that the exchange value may 
be computed by using the actual drilling 





1 An interesting question arises as to whether 
a lessee who places his developed lease in a 
unit has exchanged all of his leasehold and 
equipment for a fractional interest in the en- 
tire unit which includes his original lease or 
whether he has exchanged only that fractional 
interest in his lease as held before unitization 
in excess of the fractional interest acquired 
in the unit. For example: A owns the entire 
working interest in a lease before unitization. 
After unitization he owns a one-fourth interest 
in the unit which includes his original lease. 
Has A exchanged his entire lease for a one- 
fourth interest in the unit which includes his 
lease, or has he exchanged a three-fourths in- 
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costs expended.” The fact that the cost of 
an asset has been expensed under statutory 
authority should not change the nature of 
the asset. . 


Treatment of cash payments by payor.— 
For the lessees who make payment of cash 
to compensate for their undercontribution 
of well costs or equipment, it would seem 
that there is no doubt that the expenditures 
are depletable and depreciable capital ex- 
penditures, respectively. 


Basis adjustments on formation of unit.— 
Next is the basis problem, and the treat- 
ment of the cash adjustment in respect 
thereto. What bases do the respective lessees 
have after the exchange of their properties 
in leasehold reserves, drilling equipment and 
intangible drilling investment? Where no 
specific reference thereto is made in the 
unitization agreement, a reallocation of the les- 
see’s basis will be made according to the 
fair market value of the lessee’s interest in 
the unitized leasehold and equipment on 
the theory that a parcel of realty composed 
of depreciable and depletable property has 
been exchanged for a like parcel.” The cash 
adjustment, being taxable, would not affect 
the basis adjustment in such circumstances. 

Where, however, the unitization agree- 
ment clearly shows that the parties intended 
to exchange leaseholds for leaseholds on 
the basis of reserves, equipment for equip- 
ment on the basis of value and intangible 
drilling on the basis of value per foot, no 
reallocation of the total property basis be- 
tween leasehold and equipment is required. 

The Treasury has held, in at least one 
unpublished case in such circumstances, 
that, instead of a reallocation, the basis of 
the leases turned in becomes the basis for 
the unit leasehold interest acquired, increased, 
as to those operators making cash payments 
for equipment, by such payments, and de- 
creased, as to operators receiving payments 
for excess equipment turned in, by the cash 
received and increased by the recognized 
gain. Those operators who received cash 





terest in his lease for a one-fourth interest in 
the unit exclusive of his lease? We favor the 
former view, since the nature of A's owner- 
ship in the retained one-fourth interest in his 
lease has undergone a change in the process 
of unitization. This is the Treasury's position 
also, that is, that there has been an exchange of 
the entire former lease interest for an undivided 
interest in the unit. 

See Appleman, article cited at footnote 6, 
at p. 470. 

” TI. T. 3693, 1944 CB 272. 

* HE, C. Laster, CCH Dec. 11,600, 43 BTA 159 
(1940). 
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for excess equipment turned in are con- 
sidered to have received “boot” in an ex- 
change, and the transfer is taxable as capital 
gain to the extent of the boot, in accordance 
with Section 1231. The operators who paid 
cash for the equipment are to capitalize 
such amounts as additional cost of the unit 
equipment. Those operators who paid cash 
by reason of intangible drilling, done by 
others on the interest they received before 
they acquired it, should capitalize such pay- 
ments as additional cost of the unit lease- 
hold. Those operators who received cash 
by reason of intangible drilling costs turned 
in are considered to have received “boot” 
in an exchange, and the transfer is taxable 
as capital gain to the extent of the boot, 
in accordance with Section 1231. 

If it should be deemed desirable to lessen 
further the possibility of reallocation of the 
basis in depreciable equipment, it would 
seem that each lessee could retain title to 
his equipment, contributing only the use of 
such equipment to the joint account for 
such period as it is needed, with the provi- 
sion that, at the end of such time, the equip- 
ment would revert to the original lessee. In 
the event of deficient contributions of equip- 
ment by any of the lessees, the unit agree- 
ment can provide that any additional equipment 
required for the unit can be purchased and 
furnished by such lessees until all of the 
lessees have furnished the use of equipment, 
the value of which is in proportion to their 
participation interests, after which any addi- 
tional equipment purchases can be made for 
the joint account. It is recognized, of course, 
that the accounting problems involved in 
such an arrangement may become rather 
complex and the arrangement thus become 
impractical from an operating standpoint. 


TAX PROBLEMS ARISING 
DURING THE OPERATION OF THE UNIT 


So much for the review of pertinent tax 
problems presented in connection with the 
formation of the unit, the solution of which 
is largely a matter of recognition and applica- 
tion of proper draftsmanship to the appli- 
cable fact. 

Now let us turn to a consideration of 
some of the principal problems which are 
presented to the unit participants in connec- 
tion with the operation of the unit after 
unitization has been completed. 





21 Cost depletion is determined by using the 
depletable base as the cost, and using the 
participant's share of the estimated reserves 
to arrive at the unit. 


Unitization 


Income 


Depletion—The 1954 Internal Revenue 
Code provides in pertinent part that the 
percentage depletion allowance, as distin- 
guished from cost depletion ™ allowance, for 
oil and gas wells shall be 27% per cent “of 
the gross income from the property,” but 
limited to 50 per cent of the net income from 
“the property.” *” The Treasury regulations 
provide that the term “the property” used in 
the statute means the interest owned by the 
taxpayer in any mineral property and that 
the taxpayer’s interest in each separate 
mineral property is a separate “property,” 
but where two or more mineral properties 
are included in a single tract or parcel of 
land, the taxpayer’s interest in such mineral 
properties may be considered to be a single 
“property,” provided such treatment is con- 
sistently followed.” 


Unitization of several properties, there- 
fore, presents the question for percentage 
depletion purposes of whether the partici- 
pants or the parties thereto have one prop- 
erty or several properties. It now seems 
fairly well settled and acquiesced in by the 
Treasury Department that the participants 
in a unit have but one “property,” and, 
therefore, the share of the production to 
which each is entitled under the unitization 
agreement, less royalties, constitutes his “gross 
income from the property” for that purpose. 
As previously noted, it is immaterial for 
this purpose whether the unitization is affected 
by way of technical cross-assignments of 
property interests or by contractual arrange- 
ment; the economic result is controlling for 
federal income tax purposes, and thereafter 
the participant owns but one property for 
depletion purposes, his participating interest 
in the unit. 

A variation of the foregoing conclusion 
is presented where, under the unitization 
agreement, the participant contributes only 
developed properties to the unit, and retains 
additional undeveloped acreage with the 
right to add that acreage to the unit as 
developed, with the participating interest 
correspondingly adjusted at that time. While 
it is clear that the participant has “one 
property” so far as his contributed acreage 
is concerned for depletion purposes, the 
question arises as to whether the retained 
acreage constitutes a separate property. If 
so, among other things, the intangible drill- 
ing costs incurred in the development of 





2 1954 Code Secs. 611 and 613(b). 
* Regs. 111, See. 29.23(m)-1(i). 
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the retained acreage would not be deducted 
from the gross income derived from the 
unit operation in determining the limitation 
on percentage depletion from the unit oper- 
ation. It appears clear that such retained 
property does constitute a separate property 
until contributed. Thereafter, it is con- 
sidered to become merged in the participat- 
ing interest already owned for depletion and 
other purposes,™ although opinion has been 
expressed to the contrary.” 


Another special problem with regard to 
the computation of the percentage depletion 
interest is presented where the unitization 
is limited to the royalty owners, It is, of 
course, entirely possible that the royalty 
owners may unitize their interests in a par- 
ticular field, independently of the lease own- 
ers thereof. If the royalty unitization 
agreement does not permit the lessee to treat 
the various leases as one property, the lessee 
still has separate leases which were acquired 
separately and which, therefore, remain 
separate property.” Where, however, the 
parties agree that the properties are to be 
operated as a unit, it may be concluded that 
there is only one property for depletion 
purposes.” 


Cycling plant—Where a cycling plant is 
included in the unit, then the participant’s 
gross income from the “property” for pur- 
poses of percentage depletion in relation to 
proceeds from the sale of the plant products 
is the market value or field price of the 
participant’s share of the mineral product 
before conversion or transportation.” The 
balance of the proceeds received from the 
sale of the plant products is ordinary, non- 
depletable income. It thus becomes neces- 
sary to divide the sales price or market 
value of the processed or manufactured 
product into two component parts, the pro- 
duction income and the manufacturing in- 
come. The former is depletable income and 
the latter is not. 


Expenses 


The principal problem with regard to the 
treatment of expense items occurred in the 
unit, as with income derived therefrom, 
turns upon the question of whether the unit 
participant has one property or more than 





one in the unit in relation to leases con- 
*% See Hill, article cited at footnote 8, at 
p. 469. 


*% Williams, ‘‘Assignment of Leasehold, Roy- 
alty and Oil Payment,’’ Second Southwestern 
Legal Foundation Institute on Taxation, pp. 
469, 478. 

* See G. C. M. 22106, 1941-1 CB 245; G. C. M. 
24094, 1944 CB 250. 
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tributed thereto by him. Where the unit 
is treated as one property, then the problem 
of expenses is largely a matter of offsetting 
pro-rata share of expenses derived by a 
participant from the unit operation against 
the income therefrom. 

Assuming this to be the case, as it is believed 
to be, a participant’s share of unit expendi- 
tures is deductible by him to the extent 
they represent deductible items, including 
therein his share of intangible drilling and 
development costs, as to which each par- 
ticipant has the right to expense or capital- 
ize.” Where the participant’s shares of 
expenditures are capital items, they must 
be included in depreciable or depletable 
basis, as the case may be. 

The cost of extraneous gas purchased out- 
side the unit for injection into the unit area 
may present some special tax problems (and 
attendant accounting problems) if some of 
the thinking in the Internal Revenue Service is 
an indication of what its policy is. In at least 
one instance, a portion of the cost of ex- 
traneous gas purchased for injection was 
required to be capitalized as an inventory 
item of stored gas, to be recovered as a 
“cost of goods sold” when gas sales com- 
menced. In some cases such as the Scurry 
County Sacroc Unit where the unit is look- 
ing at an estimated productive life of over 
40 years, with at least 20 to 30 years before 
there would be any appreciable gas sales, 
the burden is obvious. 


CONCLUSION 


From the foregoing review of only some 
of the basic tax problems presented in the 
unitization of oil and gas properties, it is 
readily apparent that all of the many ques- 
tions involved have by no means yet been 
finally resolved. The solution to these ques- 
tions offers, financially as well as profes- 
sionally, a challenge, to provide sufficient 
work for many competent specialists from 
the fields of law, accounting and engineering 
to work together.” On the basis of such 
solution there can be drafted intelligent and 
efficient unitization arrangements which should 
permit orderly development of the country’s 
large additional oil and gas reserves which 


are yet to be discovered. [The End] 


7 See Black Mountain Corporation, CCH Dec. 
14,852, 5 TC 1117, nonacq., 1946-2 CB 6. 

* Regs. 118, Sec. 39.23(m)-1(e). 

* Regs. 118, Sec. 39.23(m)-16. 

* Cf. Ray and Hammonds, ‘‘Team-Work in 
Tax Practice: Lawyers and Accountants Should 


Work Together,’' 34 American Bar Association 
Journal 870 (1948). 
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APPENDIX 


Typical Unitization Problem 


There are varying ways unitization may 
be accomplished. An arrangement pointing 
up the most usual tax problems is as follows: 

A, B, C and D are lessees of oil and gas 
leases in Prolific Field, each having a dif- 
ferent lessor, and each lessor having re- 
served a one-eighth royalty in the lease 
executed by him. A’s lease covers 100 acres 
and is developed and producing oil. He 
had paid $15,000 for intangible drilling and 
development costs, which he had deducted 
pursuant to the option.* His adjusted de- 
pletable base in the property is $1,000 and 
his adjusted depreciable base is $10,000. B 
has two leases, each of 200 acres, both of 
which are developed and producing. His 
intangible drilling and development costs, 
which he had capitalized under the option, 
amounted to $15,000 per lease. By virtue 
of percentage depletion, B has exceeded his 
depletable base by $2,500 in Lease 1. His 
adjusted depreciable base in that property is 
$15,000. His adjusted depletable base is 
$3,000, and his adjusted depreciable base 


that he is in the process of developing, in- 
curring therefor intangible drilling and de- 
velopment costs in the sum of $7,500, which 
he has not yet paid, but which he has de- 
ducted under the option. D owns a 400- 
acre lease, which is undeveloped. 

A, B, C and D, and their respective les- 
sors, enter into a unitization agreement con- 
taining, among other things, the following 
provisions: 

(1) All of the leases owned by A, B, C 
and D in Prolific Field, as aforesaid, are to 
be developed and, together with improve- 
ments thereon, operated as a single unit; 
undivided interests in said unit, including 
the improvements, to be owned, and partici- 
pation in the unit to be, as follows:? 


(a) A—1/12th 

(b) B—4/12ths 

(c) C—3/12ths 

(d) D—4/12ths 
(2) The investment of each lessee in the 
unit is to be adjusted according to his par- 


ticipating interest therein. This will result 
in the following cash receipts, or payments 


is $15,000 in Lease 2. C owns a 300-acre lease as the case may be, by each of the participants : 


Present Investment as per Cash Adjustment 
Investment * Interest in Unit Receipt Payment 
A $25,000.00 (1/12) $ 7,708.34 $17,291.66 
B 60,000.00 (4/12) 30,833.33 29,166.67 
Cc 7,500.00 (3/12) 23,125.00 $15,625.00 
D 0 (4/12) 30,833.33 30,833.33 
Total $92,500.00 $92,500.00 $46,458.33 $46,458.33 


(3) Delivery is to be made to each lessee 
of his share of the production from the 
unitized area. Each lessee is to account to 
its royalty owner on the basis of 100 per 
cent of the quantity so delivered to him. 
Each operator is to remain separately liable 
for payments to royalty or other owners 
out of his allocated share of the production. 

(4) A is appointed the Unit Operator 
with authority to develop, operate and main- 
tain the unitized area. 

(5) Some method is usually stated for in- 
creasing the size of the unit. 

(6) Each lessee agrees to pay his propor- 
tionate part of the expenses of operating 





1 Regs. 118, Sec. 39.23(m)-16. 

2? This agreement effectuates cross-assignments 
of interests. The allocation of interests in the 
text is on a very simple basis, to wit, acreage. 
Actually, the percentages of interests in a 
unitized area are more often based on the re- 
sources under each of the leases in the unitized 
area, determined by the most scientific methods 
available, subject to adjustment in case of 


Unitization 


and maintaining the unitized area. The 
Unit Operator is monthly to bill each les- 
see for his share of such expenses. The 
Unit Operator is given a lien upon the in- 
terest of each lessee to secure payment of 
such lessee’s share of the expenses. 


(7) The term of the unitization agree- 
ment is to be for and during the life of the 
leases, or any one of them, or any renewal, 
modification or extension thereof, covering 
the lands included in the participating area. 

(8) Any transfer, assignment or convey- 
ance of any interest owned by a lessee with 
respect to any tract or part thereof, included 
in the unitization: agreement, shall be sub- 
ject to the terms of such agreement. 





later developed information. If technical cross- 
assignments of interests are not desired, the 
interest of each participant will be stated in 
terms of percentages, or other formula for 
participating in the oil or gas recovered from 
the unitized area. 

® Leasehold cost, exclusive of capitalized in- 
tangible drilling and development costs, is us- 
ually disregarded. 
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Estate Planning: The Taxable Year 


The basic rules which apply to individual taxpayers and their election of a 
taxable period apply to fiduciaries with equal validity. 

Quite often, one of the matters last and least thought of is 

the selection of the taxable year of the estate. And so, the income tax return 
is prepared many months after the inception of the estate when the choice 
of a taxable period is limited or has, possibly, 

disappeared. The author brings to light the reasons taxwise why close 
attention should be paid to this problem in estate planning. 

Examples graphically portray the tax savings available. 


\ 7HEN an estate is created and placed 
into the care of a fiduciary, many prob- 
lems arise to clamor for urgent considera- 
tion and immediate attention, and intelligent 
income and death tax’ planning is often put 
off until a day when the passage of time 
and transactions completed without thought 
to their tax consequences have taken most 
decisions out of the fiduciary’s hands. 


Quite often one of the matters last and 
least thought of is the selection of the tax- 
able year of the estate. The prime reason 
for this neglect may be the fact that most 
estates are of such limited duration that 
the timing of a taxable period seems, at first 
blush, to be a rather unimportant problem 
undeserving of much attention. And so, 
haphazardly and as an afterthought, the 
income tax return is prepared many months 
after the estate’s inception when the choice 
of a taxable period is limited or has, possibly, 
disappeared into the jaws of time. 

The question arises, of course, why it 
should be important to choose the estate’s 
taxable year with some care. Malvern B 
Fink, discussing the choice of taxable years 
for continuing business enterprises, men- 
tioned these objectives as factors to be con- 
sidered: to level out taxable income, to 
defer taxable income, to relate tax incidence 
to ability to pay.” On the other hand, some 
of the considerations in the adoption of an 
estate’s taxable year may be the following: 


(1) use of a natural business year if the 
main asset of the decedent’s estate is a con- 
tinuing business; 

(2) use of the decedent’s calendar- or 
fiscal-year period as a convenient continua- 
tion of the decedent’s accounting period; 

(3) choice of a taxable year closing date 
which permits preparation of the return dur- 
ing a quiet period of the year; 


(4) creation of the largest possible num- 
ber of taxable periods during the existence 
of the estate; 

(5) projection of income and other dis- 
tributions into the most advantageous tax- 
able period of the beneficiary; 

(6) default because of neglect to file a 
timely return which may force the use of 
the calendar year. 

The basic rules which apply to individual 
taxpayers and their election of a taxable 
period apply to fiduciaries with equal va- 
lidity.* They are set forth in Sections 441 
to 443 of the Internal Revenue Code of 1954. 
The first taxable year of an estate may not 
exceed 12 months and must end on the last 
day of a month unless the estate is distributed 
and terminated before the last day of the 
twelfth calendar month following death. In 
that case there might be only one taxable 
year beginning with the date of death and 
ending on the day of final distribution. As 





1 “Accounting Periods, Accounting Methods, 
and Inventories—Some Recent Cases and Points 
of Current Interest,’’ Proceedings of the New 


March, 


202 


1956 °® 


‘York University Eighth Annual Institute on 


Federal Taxation (1950), p. 570. 
2 1954 Code Sec. 641(b). 
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discussed below, the fiduciary may divide 
that period of less than 12 months into two 
taxable periods, however. An estate created 
on April 30 may adopt a fiscal year ending 
March 31 of the following year, but cannot 
run its first taxable period to April 30 of 
the following year, because that would be 
one day more than 12 months. If for some 
reason a fiscal year ending April 30 were 
desirable, then the fiduciary would either 
have to file a first return for the one-day 
(April 30) short period and start his second 
taxable year on May 1, or he would have 
to use other short period to begin 
with and then ask for permission to change 
the annual accounting period. 


some 


Taxpayers who want to use a taxable 
year other than the calendar year must keep 
books and have an annual accounting period 
which must qualify as a fiscal year, that is, 
end on the last day of any month other than 
December.’ Few, if any, estates are likely 
to elect a fiscal year consisting of 52-53 weeks 
so that this possibility may be ignored here. 
The requirement of “books” in order to use 
a fiscal year is not intended to connote a 
complete, formal, bound set of records. Re- 
tention of original documents and vouchers 
without some organization and classification 
of data, however, will probably not meet 
that requirement.‘ 


To meet these conditions presents a prob- 
lem because the accounting for estates is 
governed by applicable state laws. This 
problem seems to have been solved when, 
in 1936, the Commissioner issued a special 
ruling ® to the effect that “an estate or trust 
may choose any accounting period it wishes 
for its first return, beginning with the date 
of death of the decedent and ending with 


any month, but the first return may not be 
for more than twelve months, although it 
may be for less than twelve months << 


It seems to be quite clear then that the 
fiduciary is at considerable liberty in choos- 
ing the taxable year best suited under the 
circumstances. If one of the main assets of 
the estate is a going business owned by the 
decedent as a single proprietorship, this may 
offer an opportunity to adopt a natural busi- 
ness year. Unless the ultimate heir of the 
business can continue to use the natural 
business year, possibly by applying for per- 
mission to change his own accounting period, 
the fiduciary should not place much or any 
emphasis on this aspect. Indeed, the busi- 
ness may, under state probate laws and the 
terms of the will, have to be liquidated after 
the death of the owner, in which case a natural 
business year is of no importance at all. 

The fiduciary is not bound to continue 
using the decedent’s accounting period.® He 
may, of course, use the same period, calen- 
dar or fiscal year, if he so desires. Obvi- 
ously, he cannot continue the decedent’s 
taxable year since that closes with his death ; 
the estate is a separate taxpayer.’ Most 
individuals are—one might almost say—born 
to a calendar year tax return. As a matter 
of parental precedence, the young taxpayer 
usually files a calendar year return for the 
year in which his or her income exceeds the 
statutory minimum, and the pattern is set 
until the Commissioner permits a change if 
one is ever sought. Some departure from 
this tradition may have been brought about 
by the new Code’s alignment of partner- 
ship’s and partners’ taxable periods,’ but 
it may be years before the effects of this 
provision will become noticeable. The ar- 
bitrary use by a fiduciary, however, of a 
calendar or fiscal year just because the de- 
cedent used that period during his lifetime 
seems advisable only in cases where the 
estate’s taxable income is well below the 
level of tax incidence, although gross in- 
come may be sufficient to require the filing 
of a return. 

An estate is apparently not affected by the 
provisions of the Code governing the choice 
of taxable years of partners and partner- 
Under Section 706(b)(2), a partner 
may not change to a taxable year other than 


ships. 








3 Regs. 118, Sec. 39.41-4. 

‘Carman G. Blough, ‘‘Accounting Periods and 
Methods: Transition Techniques,’’ Proceedings 
of the New York University Thirteenth Annual 
Institute on Federal Taxation (1955), p. 989. 

5CCH Standard Federal Tax Reports (1956 
Ed.), Vol. 2, § 2751.0315. 


Taxable Year 


®* Federal Income Taxes of Decedents and 
Estates (Chicago, Commerce Clearing House, 
Inc., 1954), { 35. 

* Cited at footnote 6, { 34. 

§ 1954 Code Sec. 706(b). 
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that of the partnership in which he is a 
principal partner unless he establishes a busi- 
ness purpose for the change. The Commis- 
sioner has expanded this sentence, in proposed 
Regulations Section 1.706-1(b)(2), by adding 
the words “or adopt.” The reasons for the 
action and a discussion of this attempt to 
add, by administrative dictum, to the product 
of the legislative branch of the government 
are beyond the scope of this article; the 
examples given in proposed Regulations 
Section 1.706-1(c)(3) seem, however, to per- 
mit the fiduciary coming into possession of 
a partnership interest, pending further dis- 
position following the death of the partner, 
to adopt a taxable year unrelated to that of 
the partnership. The Internal Revenue Code 
apparently does not include the fiduciary 
of a decedent’s estate in the term “partner,” 
even if under local law the estate could be 
considered as such.’ Quite possibly, more 
will be heard on this point as time goes on 
and the occasion arises to deal with a 
specific case. 


To close the taxable year so as to permit 
preparation of the return at a time of the 
year when there is least pressure of other 
business on the tax advisor should probably 
not be made a major consideration. Even 
if the due date of the return should fall into 
the busy season, applications for extensions 
of time to file the return, accompanied by 
a tentative return and the first installment 
of the estimated tax, will usually be granted 
by the Commissioner, for good cause.” 


The very fact that most estates are of 
limited duration should spur the tax con- 
scious fiduciary to make full use of the ad- 
vantages inherent in the existence of the 
estate as a separate taxpayer. An estate is 
entitled to a deduction for personal exemp- 
tion of $600." This deduction may be used 
once every time a fiduciary return is filed 
and there is income to be taxed to the fiduci- 
ary. Let us assume that an estate’s income, 
after deductions, amounts to $100 per month, 
and that it is contemplated to conclude ad- 
ministration within—say—nine months of 
its inception. The normal reaction might 
be to conclude administration, file a return 
for the nine months and show the income 
of $900 distributed to the beneficiary * who, 
in turn, has to include that income in his 
own tax return.” A better way would be 
to terminate the estate’s first taxable year 
after six months, file a return showing in- 


come of $600, offset that income by the 
personal exemption deduction and thus incur 
no tax liability at that time. At the end of 
the nine months’ period of administration, 
the fiduciary reports in the estate’s final re- 
turn only $300 income distributed to the 
beneficiary with a resultant tax saving depend- 
ing on the top tax bracket of the beneficiary. 


Similarly, the well-planned use of taxable 
periods may serve to make lower tax brackets 
available to more income. As an example, 
assume an estate created March 1 with 
monthly income, after all deductions, of 
$500. Assume further that the estate will 
eventually be distributed to an heir who is 
already taxed on taxable income of $16,000. 
It is estimated that the estate will be liqui- 
dated in 18 months. If the first taxable 
year of the estate is terminated on February 
28, and if the distribution and termination 
of the estate takes place August 31, then 
the tax liability resulting from the income 
of $9,000 (18 months at $500) may be com- 
puted as follows: 


(1) 12 x $500 = $6,000 taxed to 





the fiduciary at $1,360 
(2) 6 x $500 = $3,000 taxed to 
the heir: 
$2,000 at 50 per cent .. 1,000 
$1,000 at 53 percent ........ 530 
Total tax on $9,000 ... $2,890 


If the fiduciary adopts a fiscal year end- 
ing June 30, however, then the tax picture 
changes as follows: 


(1) 4x $500 = $2,000 taxed to 





the fiduciary at . $ 400 
(2) 12 x $500 = $6,000 taxed to 
the fiduciary at 1,360 
(3) 2 x $500 = $1,000 taxed to 
the heir at 50 per cent 500 
Total tax on $9,000 $2,260 


This represents a saving of $630. 


For these computations, the personal ex- 
emption deduction was disregarded in order 
to show the saving resulting from the spread- 
ing of income over three rather than two 
taxable periods during the same period of 
actual time. 


An added incentive has been brought into 
this area of short term tax planning by 





® J. K. Lasser, The Estate Tax Handbook, 


. 724. 
: %” CCH Standard Tax Reports (1956 Ed.), 
Vol. 4, 19 5183.01 and 5183.014. 
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™ 1954 Code Sec. 642(b). 
221954 Code Sec. 661(a). 
181954 Code Sec. 662(a). 
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Section 642(h) which provides that a net 
operating loss carry-over, a capital loss 
carry-over, or deductions in excess of gross 
income in the last taxable year of an estate 
will be available to the beneficiary or bene- 
ficiaries succeeding to the property of the 
estate. Prior to the enactment of the 1954 
Code, the choice of claiming administration 
expenses as deductions from the gross estate 
or from the estate’s income™ was made 
primarily by comparing the estate tax bracket 
and the income tax bracket of the fiduciary 
returns, and quite often the tax saving possi- 
bilities of these expenses could not be fully 
utilized. Now the comparison should include 
the tax status of the heir because very often 
the heaviest administration expenses are paid 
upon distribution of the estate in the last, short 
taxable period when any portion not absorbed 
by estate income could go toward reducing 
the heir’s income tax. 


What will be the result of good planning, 
applied to an estate with $500 monthly in- 
come, of 18 months duration, to devolve 
upon an heir with taxable income of $16,000, 
after payment of $3,000 administration ex- 
penses on the last day of the existence of 
the estate? Without foresight, the first tax- 
able year might include 12 months, and the 
tax will be: 





Tax 
(1) 12 x $500 = $6,000 eae 
less exemption 600 $5,400 $1,204 
(2) 6x $500 er GO ee. aa es 
less administra- 
tion expenses 3,000 
Total tax $1,204 


The careful planner might adopt a first 
taxable year of four months: 





(1) 4x $500 = $2,000 . as kus 
less exemption 600 $1,400 $ 280 
(2) 12 x $500 = $6,000 
less exemption 600 $5,400 1,204 
(3) 2x $500 = $1,000 
less administra- 
tion expenses 3,000 (2,000) 
carried over to 
the heir to re- 
duce his tax 
Fac tas ( 940) 
Total tax $ 544 


141954 Code Sec. 642(g). 
15 1954 Code Sec. 2. 


Taxable Year 


Thus more than half of the tax, $660, has 
been saved. If an initial period of five 
months had been used, followed by a full 
fiscal year and a final short period of one 
month, the saving would have increased to 
$775, because another $500 would have been 
taxed at 20 per cent in the estate rather than 
at 43 per cent in the heir’s return. 


Whether it is better to use the estate as 
a separate taxpayer or not—within the areas 
of free choice outlined above—may depend 
on such varied factors as the type of prop- 
erty, separate or community, from which 
income emanates, the amount of family al- 
lowance paid from the estate to the widow 
or other survivors and the tax status of the 
heirs. For instance, if the income-produc- 
ing property was the separate property of 
the decedent, it will be taxed to the fiduciary 
as to one taxpayer, while a shift of.the in- 
come by means of a family allowance to a 
widow qualifying as a “surviving” spouse ™ 
may produce lower total taxes because of 
the split-income provisions applicable to her. 
Community property income might even be 
split three ways—one half being taxed to 
the estate, and the other half to a surviving 
spouse under split-income benefits. The family 
allowance can alleviate the loss of joint-re- 
turn income-splitting benefits after separate 
property income is shifted from the family 
unit to the estate, but it can turn into an 
expensive item of “support” where com- 
munity property income is first divided be- 
tween the estate and the spouse, and then 
the estate’s portion is distributed to the 
spouse as family allowance,” thus nullify- 
ing the split-income possibilities of com- 
munity property. 


It is the transfer of tax incidence from 
the fiduciary to the beneficiary, accompany- 
ing the payment of income and certain other 
nonincome items to beneficiaries under Sec- 
tion 661, which should most certainly give 
the fiduciary some reason to choose the tax- 
able period of an estate with care. Since 
the beneficiary takes such payments to him 
into income in his taxable year in which 
the estate’s taxable year ends, and not on 
the day of actual receipt of the payment, 
bunching of income may occur. Assume 
that the fiduciary of a separate property 
estate created early in the year pays the 
widow a substantial allowance which, under 
the circumstances obtaining in this estate, 
will constitute income taxable to her. If all 
the income-producing property is in the es- 
tate, there will be little or no income flowing 


#6 1954 Code Secs. 661(a)(2) and 662(a) (2). 
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directly into the widow’s hands during the 
remainder of the year, unless she has sepa- 
rate property or income of her own. For 
the year of death, then, her tax liability on 
a joint return will very probably be small. 
If the fiduciary ends the first taxable year 
of the estate simultaneously with the termi- 
nation of the estate and its distribution to 
the widow in the taxable year following the 
year of death, the widow will be taxed on 
almost two years of income in one year, 
since she will pick up the family allowance, 
any other income from the estate and the 
income from the property distributed to her, 
all in one taxable year. Wise selection of 
the taxable year of the estate can often 
prevent a needless waste of tax dollars in 
a situation of this nature. 


It is difficult to formulate a rule which 
may be applied to all the countless varia- 
tions of estate situations which may have 
a bearing on the selection of a taxable year. 
A recent article by Austin Fleming ™ points 
up some of the difficulties created by the 
new Code. 

There are admittedly a number of reasons 
why income tax planning does not play 
much of a role during the first hectic months 
of the administration of an estate. There 
are also some unpredictable factors, such as 
the length of the administration period, the 
timing and amount of income and deduc- 
tions, the decision to make an election under 
Section 642(2) others. But it 


and would 


seem to be one of the responsibilities of 
the fiduciary’s tax advisor to gather, as 
early as possible, all relevant information 
and to attempt to prepare a plan for submis- 
sion to the fiduciary at a time when the 
choice of a taxable period is still open. If 
that is not done and if, in an extreme case, 
the return is allowed to become delinquent 
even after the end of the longest possible 
first year, then the Commissioner may well 
invoke Regulations 118, Section 39.41-4 which 
state that no fiscal year will be recognized 
“unless before its close it was definitely es- 
tablished as an accounting period ‘ 
A person having no such fiscal year must 
make his return on the basis of the calen- 
dar year.” The resulting penalties and in- 
terest can become quite costly, not even 
considering the lost tax saving opportunities 
indicated above. 

Indeed, in many cases the estate’s income 
tax plans should advisedly be made a part of 
the general estate planning so that they are 
available upon inception of the estate and 
need not be hastily put together. And in 
such plans, the choice of the fiscal year may 
be as important, taxwise, as the election 
concerning administration expenses, or the 
decision to waive the fiduciary’s statutory 
commission, or any of the other choices a 
fiduciary must make—with one important 
difference: Time is of the essence in adopt- 
ing the right taxable year, and time has a 
habit of slipping by, silently, unnoticed and 


irretrievably. [The End] 


| WASHINGTON TAX TALK-—Continued from page 166 


The extent of this “built-in flexibility” of 
the income tax depends on (1) the size and 
character of the tax base, and (2) the 
graduation in the tax-rate structure. 

Those who favor relying primarily on the 
individual income tax as a counter-cyclical 
fiscal device contend that tax policy should 
be directed toward increasing the sensitivity 
of the tax to income changes. They point 
out that on the basis of the present statu- 
tory rate structure, one might expect a 
substantially higher ratio of tax changes to 
income changes than is in fact observable. 
In view of the apparent steepness of gradu- 
ation in these rates, it is evident that any 
effort to increase the built-in flexibility of 
the income tax must involve broadening 
the tax base relative to personal income, 
although elimination of income-splitting 
would serve to restore much of the effective 


rate graduation that was lost by adoption 
of this provision. Sufficiently vigorous 
measures in broadening the tax base, it is 
argued, would even permit a_ substantial 
reduction in statutory tax rates, while at the 
same time increasing responsiveness of tax 
liabilities to changes in levels of economic 
activity. 

On the other hand, it is pointed out that 
the major portion of the difference between 
income in the national income accounting 
sense and income subject to tax is accounted 
for by the present system of personal ex- 
emptions. Such exemptions, on both taxable 
and nontaxable returns, aggregated $83.2 
billion in 1950 or 36.6 per cent of personal 
income in that year. Efforts to broaden the 
tax base, therefore, should properly begin 
with this major item. Reducing the amount 
of the per-capita exemption, however, would 





17 ‘One Year of Trust Income Taxation Under 
the 1954 Code,’’ 33 TAXES 892 (December, 1955). 
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significantly increase the tax burden on 
low-income families and would, therefore, 
be regarded by most people as an excessive 
price to pay for the increased sensitivity of 
the income tax. 


Broadening the tax base by cutting back 
exclusions, it is argued, would have only a 
minor effect on the responsiveness of the 
individual income tax to changes in income. 
It is pointed out that the major category 
of excluded income payments consists of 
social-insurance benefits, that is, social se- 
curity, railroad retirement, and unemploy- 
ment benefits as well as assistance payments 
to the aged and needy. Including such re- 
ceipts in income reported for the purposes 
would not improve the sensitivity of the 
income tax, since retirement benefits do 
not depend to a significant extent on levels 
of economic activity, while taxing relief 
payments would actually introduce a per- 
verse relationship between tax liabilities 
and changes in personal income. 


Equity considerations—There is wide- 
spread agreement that the basic principle 
underlying individual income taxation is 
that individual tax liabilities should reflect 
the taxpayer’s ability to pay. There are, 
of course, significant differences in view- 
point as to the appropriate way in which 
to measure ability to pay and the extent to 
which such differences, however measured, 
should be reflected in tax liabilities. On 
the other hand, little, if any, exception is 
taken to the proposition that the income 
tax should apply uniformly to ali taxpayers 
with equal taxpaying ability. 


Many of the basic structural provisions 
of the individual income tax are criticized 
as producing nonuniformity in tax treat- 
ment. A frequently cited illustration is the 
exclusion of certain types of so-called im- 
puted income from income reported for tax 
purposes. The imputed rental value of 
owner-occupied residences may be taken as 
a case in point. The fact that such income 
is excluded from gross income results in a 
lower tax liability for the homeowning tax- 
payer than for one who rents his residence 
but receives the same amount of explicit 
income from other sources. Moreover, the 
deductibility of property taxes and interest 
payments further enhances the relative tax 
position of the homeowner. Similarly, the 
fact that the net value of food and fuel 
produced and consumed by farm families 
is not included in the tax base results in 
preferential tax treatment for the farmer 
as compared with an industrial worker with 


the same cash income. 


Washington Tax Talk 


It is contended that differential tax treat- 
ment has been proliferated throughout the 
income tax. Thus, it is pointed out that 
capital gains treatment is accorded to in- 
come from a patent or invention but denied 
to income from copyrights. Similarly, while 
interest income is generally included in tax- 
able income, interest received on state and 
local government obligations is exempt. 
Differential treatment is also noted with 
respect to various provisions for income 
saved for retirement. The extra personal 
exemption for blind taxpayers provides pref- 
erential treatment with respect to any given 
amount of income received by such indi- 
viduals as compared with those who suffer 
from some equally disabling physical handicap. 


Those who are critical of this nonuni- 
formity in the tax law argue that a major 
objective of tax policy should be restoring 
the universality of the income tax. They 
argue that no differentiation should be al- 
lowed on the basis of source of income, that 
deductions should be allowed only for the 
actual costs necessarily incurred in the pro- 
duction of the taxpayer’s income, and that 
a single, uniform system of rates should 
apply to all net income. 


On the other hand, it is pointed out that 
a truly uniform tax system might often 
impose severe financial hardships on tax- 
payers whose special situation might not 
be adequately reflected in general tax pro- 
visions. For example, the additional ex- 
emption allowed taxpayers 65 years of age 
or over is said to reflect the fact that such 
individuals generally must reserve a larger 
share of current income against illness and 
other financial reverses than younger tax- 
payers. Nonuniform tax treatment in this 
type of case, it is argued, serves to equalize 
effective tax burdens. 

Moreover, it is contended that the tax 
law must recognize that certain types of 
desirable economic activity are peculiarly 
sensitive to the deterrent effect of income 
taxation. For example, prompt replace- 
ment of obsolete production equipment would 
often be deterred were it not for the special 
features of the tax law which provide for a 
differentially low tax on any gain which 
might be realized while allowing full de- 
duction of any losses. 


Distribution of individual income tax bur- 
dens.—At the heart of much of the con- 
troversy over the structural features of the 
individual income tax is basic disagreement 
as to the appropriate distribution of the 
burden of the tax. Numerous proposals have 
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been made in recent years for revision of 
the rate structure or personal exemption 
provisions in order to provide relief for the 
low-, middle-, or upper-income groups. 

Proposals aimed at easing the relative 
burden of low-income individuals have called 
for either an increase in the personal ex- 
emption or an equivalent tax credit allowed 
with respect to each exemption claimed. 
An alternative proposal would halve the 
present statutory first bracket of taxable 
income ($2,000 in the case of single returns 
or separate returns of married couples, 
$4,000 in the case of joint returns), provid- 
ing a lower starting rate, say 15 per cent, 
on the new first bracket. 

Proponents of an increase in the personal 
exemption contend that such an increase is 
required to make adequate allowance for 
the substantial increase in the cost of living 
that has occurred since the present $600 
personal exemption was adopted. In addi- 
tion, it is maintained that recent tax legis- 
lation has afforded tax relief primarily for 
middle- and upper-income taxpayers and 
that tax reduction for the low-income tax- 
payer is required to restore the appropriate 
over-all distribution of income tax burdens. 


Some of those favoring tax reduction for 
low-income individuals point out that the 
benefits of an increase in the personal ex- 
emption would not be limited to such tax- 
payers. On the contrary, it is pointed out, 
the reduction in tax liability would be 
greater, the greater the amount of the tax- 
payer’s income, since the amount of the tax 
savings depends on the marginal tax rate 
to which the taxpayer is subject. Accord- 
ingly, in order to limit the benefits, it has 
been proposed that a flat credit be allowed 
against an individual’s tax liability, based 
on the number of exemptions the taxpayer 
claims. For example, the recent proposal 
for a $20 credit per exemption was the 
equivalent of a $100 increase in the exemp- 
tion at the present 20 per cent first-bracket 
rate of tax. 


Those opposed to an increase in the ex- 
emption, or equivalent tax credit, point out 
that it would result in a significant de- 
crease in the tax base and in the number 
of individuals contributing to the financing 
of the government through the income tax. 
A $100 increase in the exemption, for ex- 
ample, would result in an estimated de- 
crease of 4.1 million in the number of 
taxable returns filed, and a reduction in 
income tax revenue of about $2.5 billion. 
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Moreover, it is argued, the present in- 
come tax structure places undue importance 
on the size of a taxpayer’s family in deter- 
mining relative income tax liability. An 
increase in the exemption, therefore, would 
exaggerate this relationship. For example, 
it is pointed out that with the present per- 
sonal exemption a single man with no de- 
pendents and an income of $2,889 pays the 
same income tax as a married person with 
three children earning almost twice as 
much. A $100 increase in the exemption 
would further increase the disparity in 
income which would produce the same tax 
liability in these two cases. 


Finally, it is contended that tax revision 
should seek to increase tax-rate progression 
in the income tax. Under the present law, 
it is pointed out, a single taxpayer with a 
$700 income is subject to the same bracket 
rate of tax as a married person with three 
children earning as much as $7,778, over 
ten times as much. An increase in the per- 
sonal exemption would exaggerate this lack 
of rate progression. 


The alternative proposal of halving the 
present first bracket of taxable income, it 
is contended, would concentrate tax relief 
in the low-income area and would avoid 
many of the objections raised against an 
increase in the personal exemption. This 
proposal, it is pointed out, would not result 
in a decrease in the number of taxpayers 
or in the tax base, although if the new first- 
bracket rate were set at, say, 15 per cent, 
it would produce approximately the same 
reduction in total tax liabilities. Moreover, 
it is argued, this proposal would introduce 
rate progression for a very large number 
of taxpayers who under the present law 
are subject only to the first-bracket tax 
rate. Such progression, it is maintained, is 
necessary in order to afford the proper dif- 
ferentiation in tax liabilities among such 
individuals. 


In addition it is argued that income split- 
ting on joint returns of married taxpayers 
unduly favors the married individual as 
compared with a single person and sub- 
stantially vitiates rate progression, particu- 
larly for upper-bracket taxpayers. To offset 
these consequences without reintroducing 
the inequality between community- and 
noncommunity-property states, it' has been 
suggested that married taxpayers be re- 
quired to use a separate rate schedule with 
taxable income brackets one-half the size of 
the present statutory brackets. This pro- 
posal, it is alleged, would increase federal 
tax revenues by $3 billion to $4 billion. 
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Tax on Spread in Unrestricted 
Employee Stock Options 


By ALFRED J. McDDOWELL 


In Commissioner v. Smith the United States Supreme Court held that the excess in 
value of shares of stock, at the time a compensatory 

option was exercised, over the option price (it being the fair market value 

at the time the option was granted) was taxable compensation to the 
employee-optionee. To date, only four cases involving options granted subsequent 
to the Smith case and T. D. 5507 have been decided. Two resulted in taxpayer 
victories and two upheld the Commissioner. The author discusses these cases as 
well as the pre-Smith decisions leading up to the Supreme Court 

ruling. As a result, the unrestricted stock option 

still affords a reasonably safe method of accomplishing a bargain 

transfer to an employee with the desired tax consequences. 


T LEAST since 1923 the Treasury has 

held to the announced view that taxable 
income is or may be realized through a 
purchase of property by an employee from 
his employer for an amount less than its 
fair market value. In that year the official 
administrative position was stated in the 
following absolute terms: * 


“If property is transferred by a corpora- 
tion to a shareholder, or by an employer to 
an employee, for an amount substantially 
less than its fair market value, such share- 
holder of the corporation or such employee 
shall include in gross income the difference 
between the amount paid for the property 
and the amount of its fair market value.” 
(Italics supplied.) 

Although this regulation spoke in terms 
of property generally, it was here that the 
stock option controversy had its roots. 

Judicial recognition of the principle was, 


at best, extremely slow in coming. Two 
of the earlier cases to involve its applica- 





tion’ refused to apply it to tax the spread 
between value and price on corporation- 
stockholder transactions. In Van Vorst, 
the Court seemed to go so far as to say that 
the absence of a suggestion of fraud or 
ulterior motivation established the exist- 
ence of a bona-fide sale and precluded its 
treatment as an income-producing transac- 
tion, despite the fact that the purchaser 
was the controlling stockholder and that 
there was a very substantial spread between 
price and value. 


These cases were interpreted by the 
Second Circuit, in an employer-employee 
case, as limiting T. D. 3435 to cases where 
the spread was intended as compensation 
for past or future services. The “intention” 
test was also applied by the Seventh Cir- 
cuit * and the Tenth Circuit,’ both of which 
accepted the absence of a spread between 
price and value as showing the lack of a 
compensatory intention. Both of these 
cases involved firm purchase contracts cov- 
ering stock of the employer under deferred 





1T. D. 3435, approved February 7, 1923, II-1 
CB 50. 

2 Taplin v. Commissioner, 2 ustc { 549, 41 F. 
(2d) 454 (CCA-6, 1930) and Commissioner v. 
Van Vorst, 3 ustc { 968, 59 F. (2d) 677 (CCA-9, 
1932). 


Stock Options 





8’ Salvage v. Commissioner, 35-1 ustc § 9228, 76 
F. (2d) 112 (CCA-2), aff'd, 36-1 ustc { 9064, 297 
U. S. 106. 

* Gardner-Denver Company v. 
35-1 uste § 9113, 75 F. 
den., 295 U. S. 763. 

5 Omaha National Bank v. Commissioner, 35-1 
ustc § 9140, 75 F. (2d) 434 (CCA-8). 


Commissioner, 
(2d) 38 (CCA-7), cert. 
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payment plans where the agreed price was 
not less than value at the time the contracts 
were made, but where the stock values had 
appreciated materially by the time pay- 


ments were completed and the stock was 
delivered. A similar result was reached in 
Durkee v. Welsh, 2 ustc J 695, 49 F. (2d) 
339 (DC Calif., 1931), the opinion in which 
does not even indicate the relationship of 
price to value at the time the contract was 
entered into. 

Rossheim v. Commissioner, 37-2  ustc 
{ 9467, 92 F. (2d) 247 (CCA-3), also ac- 
cepted the absence of a spread as an im- 
portant factor, in the case of a straight 
stock option, in holding that the exercise 
of the option did not produce a realized 
gain measured by the intervening apprecia- 
tion in value. 


Meanwhile, the Board of Tax Appeals 
had also indicated a disposition toward an 
“intention” test,° but the Everhart case 
makes one wonder what circumstances 
might have been sufficient to indicate an 
intention to pay compensation. The tax- 
payer there was employed as a salesman 
of participating interests in oil and gas 
wells on a commission basis. He was per- 
mitted to purchase a $30,000 interest for the 
account of himself and two members of his 
family for $20,000. The employer reported 
the discount as commissions paid on Form 
1099, and also on a memorandum sent to the 
taxpayer stating his account with the em- 
ployer. Nevertheless, the Board found no 
sufficient evidence that the discount was 
intended as compensation or that the trans- 
action should be treated differently from a 
bargain purchase by a stranger. The Both- 
well case, like Gardner-Denver, Omaha Na- 
tional Bank, and Rossheim, relied upon the 





6 James William Everhart, CCH Dec. 7612, 
26 BTA 318 (1932), nonacq., XI-2 CB 12, appeal 
to CCA-7 dismissed; D. C. Bothwell, CCH Dec. 
8041, 27 BTA 1351 (1933), aff'd, 35-1 usrc { 9302, 
77 F. (2d) 35 (CCA-10). 

tT Apparently no significance was attached to 
the fact that there had been an intervening 
reduction of the option price; the report does 
not even disclose the relationship of the reduced 
price to value at the time of the reduction. 

8 Delbert B. Geeseman, CCH Dec. 10,112, 38 
BTA 258 (1938), acq., 1939-1 CB 13; Gordon M. 
Evans, CCH Dec. 10,538, 38 BTA 1406 (1938), 
acq., 1939-1 CB 11; Charles E. Adams, CCH Dec. 
10,591, 39 BTA 387 (1939), acq., 1939-1 CB 1; 
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absence of any spread between price and 
value at the time of the grant of a stock 
option to support the conclusion that in- 
come was not realized upon exercise of the 
option after the stock had appreciated in 
value." 


If the absence of a spread at the time of 
the grant of an option was sufficient to pre- 
clude a subsequent realization of gain, the 
converse was soon proved not to be true. 
A series of cases beginning in the late 
1930’s marked the first recognition of so- 
called “proprietary” stock options.* In the 
Geeseman case, the corporate resolution au- 
thorizing the option stated its purpose to 
be the providing of an incentive through 
which loyal support could be secured, the 
taxpayer’s cash compensation was _ not 
altered, and the option contract did not talk 
in terms of compensation. The situation 
was similar in the Evans case. In each, the 
value of the optioned stock exceeded the 
option price at the time of the grant, but in 
each the Board found that the circumstances 
and stated purposes of the grant precluded 
a finding that the option was intended as 
compensation. 


T. D. 3435 was still getting little in the 
way of judicial backing.® Perhaps the 
Treasury sensed a new obstacle in the form 
of the proprietary stock option, or perhaps 
it felt that it must bow to what appeared 
to be the inevitable. In any case, at about 
the time of the Commissioner’s acquiescence 
in the Geeseman and Evans cases, T. D. 
4879" was issued amending the counter- 
part of T. D. 3435 in Article 22(a)-1 of 
Regulations 86 and 94 under the 1934 and 
1936 acts. This was certainly not a com- 
plete retreat, but it represented a clear 
abandonment of an attempt to force an 
across-the-board application of the bargain 
purchase rule of the prior regulation, and 
limited its application “to the extent that 
such difference [in value] is in the nature 
of ... compensation.” There was no sug- 
gestion as to how the determination should 
be made. 





Herbert H. Springford, CCH Dec. 
BTA 1001 (1940), acq., 1940-1 CB 4. 

*In one extreme situation, where the Com- 
missioner was successful, the opinion did not 
even cite it. Albert Russell Erskine, CCH Dec. 
7586, 26 BTA 147 (1932). There a stock option 
fixed a price which was extremely low in rela- 
tion to value; the option was provided for in 
a renewal of an employment contract which 
fixed cash compensation at only a fraction of 
prior rates; and the contract recited that the 
option was granted in recognition of valuable 
services. 

1%” Approved January 4, 1939, 1939-1 CB 159. 


11,083, 41 
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Decisions which came down after this 
amendment of the regulations seemed to 
follow pretty closely the pattern of those 
which had preceded it. By this time it had 
become apparent that the courts were ready 
to reject an absolute rule at either extreme. 
Certainly the absence-of-fraud test sug- 
gested as the complete answer by the Van 
Vorst case had been abandoned even by 
the very court responsible for it." At the 
same time, there was a continuing lack of 
acceptance of the opposite extreme.” 


At best, the situation was confused. So 
far as straight bargain purchases were 
concerned, there were indications that the 
courts were about ready to tax the spread 
in all cases. As to stock options, it seemed 
that the absence of any spread at the time 
of the grant might be sufficient, in itself, 
to preclude taxing the appreciation existing 
upon subsequent exercise, but the existence 
of an initial spread by no means insured 
taxability. 

It was in this atmosphere that the Smith 
case™ was decided. It held that taxable 
income was realized upon the exercise of an 
option covering stock of a corporation 
other than the taxpayer’s employer in the 
amount by which the value of the stock 
upon exercise exceeded the option price. 
The resolution pursuant to which the op- 
tion had been granted expressly stated that 
it was given as compensation for services, 
and the Supreme Court accepted the finding 
of the Tax Court that it was intended as 
compensation. Since the value of the stock 
did not exceed the option price at the time 
of the grant, the Supreme Court accepted 
the Tax Court’s view that the intended 
compensation must have included the value 
obtainable through exercise of the option 
after the stock had appreciated. 


In Hawke v. Commissioner, 40-1 ustc { 9281, 
109 F. (2d) 946 (CCA-9), the excess of the fair 
market value of stock of the taxpayer's em- 
ployer sold to him outright at a bargain price 
was held to form a part of the basis of the 
stock for purposes of determining gain upon 
a subsequent sale, where the stock was made 
available pursuant to the taxpayer's contract of 
employment and the number of shares was 
made to depend upon the profits realized by 
the branch operation which he managed. See 
also Edward J, Hpsen, CCH Dee. 11,792, 44 
BTA 322 (1941). 

% Thus, in Clarence L. Landen, CCH Dec. 
12,936-A, 1 TCM 411 (1943), the Tax Court 
refused to tax the excess of the value of stock 
acquired by exercise of an option over the 
option price, notwithstanding the existence of a 
spread at the time of the grant of the option, 
where it felt that the option was not intended 
as compensation but was given in the interests 
of the employer to induce the taxpayer to 
continue in its employ. And in the Hawke case, 


Stock Options 


Certiorari had been granted in the Smith 
case because of an asserted conflict between 
the decision of the court of appeals and 
that of the Sixth Circuit in Connolly's Estate 
v. Commissioner, 43-1 ustc § 9366, 135 F. 
(2d) 64 (CCA-6). In the latter case the 
excess of the value of an employer’s stock 
at the time of the taxpayer’s exercise of 
an option over the option price was held to 
be taxable income, principally because the 
grant of the option had been expressly 
stated to be intended as compensation. In 
the Connolly case, the value of the stock 
also exceeded the option price at the time 
of the grant. Although it related to stock 
of the employer granting the option, where- 
as the Smith option covered stock of an- 
other, there would seem to be no basis for 
distinguishing the two situations on this 
score if the option is found to be compen- 
satory. The only material difference be- 
tween the two factual patterns, therefore, 
was the absence of a spread at the time of 
the grant in Smith and the presence of a 
spread at that time in Connolly. 


In these circumstances, it can hardly be 
thought that the Smith case clarified the 
atmosphere, at least if it can be taken as 
impliedly approving the Connolly holding. 
In both, the options were stated to have 
been intended as compensatory, and in both 
the excess of value at the time of exercise 
over price was taxed. However, in the 
one instance, the absence of a spread at 
the time of the grant was an important fac- 
tor in the decision, whereas in the other 
the same end result was reached despite 
the existence of a spread at that time.” 
In any case, the Treasury seized upon the 
Smith decision as the occasion for reinstat- 
ing the absolute rule of T. D. 3435 as to all 
bargain sales by an employer to an em- 





(cited at footnote 11) with respect to another 
block of stock acquired by exercise of an 
option, the court refused to regard the excess 
value at the time of exercise as _ taxable, 
although here the absence of a spread at the 
time of the grant seemed to be the determin- 
ing factor. 

18 Commissioner v. Smith, 45-1 ustc § 9187, 324 
U. S. 177. 

™ The following dicta in Smith indicated that 
the court attached significance to the absence 
of a spread at the time of the grant: 

: When the option price is less than 
the market price of the property for that pur- 
chase of which the option is given, it may have 
present value and may be found to be itself 
compensation for services rendered. 

It does not follow that in other cir- 
cumstances not here present the option itself, 
rather than the proceeds of its exercise, could 
not be found _to be the only intended compen- 
sation. 
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ployee, limiting its application in the case 
of options, however, to those granted on or 
after February 26, 1945 (the date of the 
Smith decision),” and providing that the tax 
consequences of the exercise of options 
granted before that date should be deter- 
mined under T. D. 4879. There was no 
indication in the new Treasury Decision 
or in the accompanying Income Tax Ruling 
that the presence or absence of a spread at 
the time of the grant was to have any 
significance—in fact, there was not even 
any mention of this circumstance. 


Nor have subsequent developments shed 
any material amount of light on the prob- 
lem. The courts have continued to resolve 
each controversy on a case-by-case basis, 
but analysis of the decisions still leaves one 


at a loss for guiding principles. 


Some cases have regarded a provision 
permitting exercise of an option only during 
the optionee’s employment as indicative of 
an intention to encourage his acquisition 
of a proprietary interest in the business, 
and hence as negating an intention to pay 
compensation.” But in one case,” the 
absence of such a restriction was accepted 
as a ground for reaching the same result on 
the theory that this showed that the tax- 
payer's right to acquire the stock could not 
have been dependent upon his performing 
services, and hence was not intended as 
compensation, 


® T. D. 5407, approved April 12, 1946, 1946-1 


CB 18. L T. 3795, 1946-1 CB 15, issued con- 
currently, limited the application of T. D. 4879 
in pre-Smith options to cases where the em- 
ployer and employee filed consents on or before 
July 1, 1946, respectively waiving any claim for 
a tax deduction on account of the option ar- 
rangement, and agreeing that the actual price 
paid to acquire optioned stock should fix its 
basis. 

1% For example, Commissioner v. Straus, 53-2 
ustc § 9610, 208 F. (2d) 325 (CA-7); Robert A. 
Bowen, CCH Dec. 20,471(M), 13 TCM 668 (1954). 

™ Donald B. Bradner, CCH Dec. 19,014(M), 
11 TCM 566 (1952), aff'd, 54-1 ustc { 9168, 209 
F. (2d) 956 (CA-6, 1953). 

1% Clarence L. Landen, CCH Dec. 12,936-A, 1 
TCM 411 (1943): Commissioner v. Straus, cited 
at footnote 16; Norman G. Nicolson, CCH Dec. 
17,268, 13 TC 690 (1949); James C. Hazelton, 
CCH Dec. 19,583(M), 12 TCM 398 (1953); Robert 
A. Bowen, cited at footnote 16; but see Ray A. 
Noland, CCH Dec. 19,871(M), 12 TCM 1003 
(1953). 

” James M. Lamond, CCH Dec. 14,972(M), 
5 TCM 51 (1946); Malcolm 8. Clark, CCH Dec. 
17,828(M), 9 TCM 719 (1950); Abraham Rosen- 
berg, CCH Dec. 19,560, 20 TC 5 (1953, nonacq., 


I. R. B. 1955-13, 5 (prior acquiescence with- 
drawn); Donald B. Bradner, cited at footnote 
17. 


2 Ray A. Noland, cited at footnote 18; Otto 
C. Schultz, CCH Dec. 18,589, 17 TC 695 (1951); 
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Again, the existence of a spread between 
price and value at the time of the grant has 
not often been a deterrent to nontaxability.” 
But neither has the absence of a spread.” 


The fact that the employer claimed a tax 
deduction on its own return for the excess 
value of the stock at the time of exercise 
of the option has been considered a damag- 
ing circumstance to the taxpayer; and 
conversely, the fact that no such deduction 
was claimed, a favorable circumstance.” 
On the other hand, at least one case refused 
to look at the claim of a deduction as 
having a controlling significance.” 


The suggestion in the Smith dictum that 
an excess of value over the option price at 
the time of the grant may itself constitute 
the intended compensation, and therefore 
fix the limits of the taxable income, has 
actually been applied in only one case.” 
In another,™ the Tax Court said that it was 
the taxpayer’s burden to establish such an 
intention and held that it was not met when 
the option was granted conditionally, was 
exercisable only during the continuance of 
employment, and its assignment was re- 
stricted. In still another,” where the point 
was raised alternatively to the taxpayer's 
principal contention that the option was 
proprietary, it was held that the taxpayer 
failed to establish that the options had value 
as such merely by showing that stock ex- 
change prices exceeded the option prices, 


Harold B. MacDonald, CCH Dec. 20,651, 23 TC 
227 (1954). 


21 James M. Lamond, cited at footnote 19; 
Norman G. Nicolson, cited at footnote 18; 
Donald B. Bradner, cited at footnote 17; James 
C. Hazelton, cited at footnote 18. 


= Estate of Lauson Stone, CCH Dec. 19,474, 
19 TC 872 (1953), aff'd, 54-1 usre J 9209, 210 F. 
(2d) 33 (CA-3). This case actually involved the 
sale of negotiable purchase warrants, covering 
stock of the taxpayer's employer, which had 
previously been: sold to him at a bargain, the 
excess value having been reported as taxable 
income at that time. 


23 McNamara v. Commissioner, 54-1 ustc { 9255, 
210 F. (2d) 505 (CA-7), rev’g the Tax Court, 
CCH Dec. 19,495, 19 TC 1001, which had held 
that intervening appreciation in value prior to 
ex.reise of the option was also taxable. The 
reversal was based on the facts that (a) the 
option itself was fully assignable, (b) the 
stock had increased in value while the option 
was being negotiated and the final price was 
higher than the original proposal by an amount 
about equal to the appreciation, and (c) both 
the taxpayer and his employer reported the 
spread at the time of the grant as taxable. 


** John C. Wahl, CCH Dec. 19,405, 19 TC 651 
(1953). 

* Dean Babbit, CCH Dec. 20,868, 23 TC 850 
(1955). 
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where the court felt that the total number 
of shares covered by the options would 
have traded below the quoted prices under 
the blockage theory. 


To date, only four cases involving op- 
tions granted subsequent to the Smith case 
and T. D. 5507 have been decided.” The 
LoBue case was a taxpayer victory, thus 
making the score two to two. The court 
was Satisfied with the finding below that 
the inducing cause for the grant of each 
of several options there involved was the 
retention of the continued interest of a key 
employee, to be realized by inducing him to 
acquire a proprietary interest as a stock- 
holder. Although the value of the stock 
covered by the options on the respective 
dates of grant was from three to five times 
the option prices, the economic benefit 
thereby conferred on the taxpayer was re- 
garded as “purely incidental” to the main 
purpose of the grants. The court recog- 
nized that the continued interest of a key 
employee was a “very real consideration to 
the corporation” and that this precluded 
the treatment of the options as gifts. How- 
ever, it said that the existence of “an ele- 
ment of economic benefit” which may be 
“minor, accidental and, often quite fortui- 


2% Philip J. LoBue, CCH Dec. 20,365, 22 TC 


440 (1954), aff'd, 55-1 ustc { 9505, 223 F. (2d) 
367 (CA-3), government’s petition for certiorari 
granted November 14, 1955; Robert A. Bowen, 
cited at footnote 16; McNamara v. Commis- 
sioner, cited at footnote 23; and Harold BE. Mac- 
Donald, cited at footnote 20. 

2? Really only a partial victory since the tax 
was limited to the excess value at the time of 


the grant. 


Stock Options 


tous” need not preclude a finding that it 
was not compensatory. 


It is interesting to note that in none of 
the four post-Smith option cases has the 
court felt bound by T: D. 5507. Even in 
the two government victories (McNamara™ 
and MacDonald), the issue was regarded as 
one of intent. In LoBue, the Tax Court 
relied on the legislative history of Section 
130A of the 1939 Code™ to support its 
rejection of the absolute rule of the regula- 
tion, the finance committee report stating 
that the committee “believes these regula- 
tions go beyond the decision of the Supreme 
Court” in the Smith case. 

This, plus the fact that the committee 
also stated that “options which do not 
qualify as ‘restricted stock options’ will 
continue to be taxed as under existing 
law,” has encouraged some thinking that 
it is still possible to grant proprietary stock 
options without adverse tax consequences 
even though the statutory requirements for 
restricted stock options are not met. It is 
believed that such a view is open to ques- 
tion. The legislative history of both Sec- 
tions 130A of the 1939 Code and 421 of the 
1954 Code™ indicates that each was in- 
tended to provide a means whereby options 
might be used as incentive devices to create 
proprietary interests in employees without 
tax consequences attaching to their exer- 
cise. When Congress has provided such a 
means, there would seem to be ample justi- 
fication for the view that it may have in- 
tended thereby to “occupy the field.” The 
alternative would be that options on much 
more liberal terms than those permitted 
by the statute could qualify for the same 
or even more favorable tax treatment than 
is afforded to restricted options whenever 
the courts, free of the strict statutory 
standards for determining the question, 
might conclude on the basis of their own 
more liberal and certainly illusory stand- 
ards that an option was intended as propri- 
etary and not principally as compensatory. 

Section 421 of the present Code (as had 
130A of the prior law) defines a restricted 
stock option as one “granted after Febru- 
ary 26, 1945” and (also like the old law) 
it is applicable to the exercise of such 





28S. Rept. 2375 to accompany H. R. 8920, 8ist 
Cong., 2d Sess., p. 59. 

*S. Rept. 2375, cited at footnote 28, at p. 60. 

* S. Rept. 2375, cited at footnote 28, at p. 59, 
relating to the 1939 Code provision; H. R. Rept. 
1337 to accompany H. R. 8300, 83rd Cong., 2d 
Sess., p. 46, and S. Rept. 1622 to accompany 
H. R. 8300, at p. 58, both relating to the 1954 
Code provision. 
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options “after 1949.” As yet, there has been 
no decided case involving both a grant after 
February 26, 1945 and an exercise after 
1949. Until the courts have settled the 
point, therefore, it is recommended that 
no further reliance be placed upon the 
“proprietary” option line of cases. 

In conclusion, further mention might be 
made of the Stone case," which suggests 
one possible way of insuring that the tax- 
able income will not include appreciation 
subsequent to the time when tle right to 
buy stock is first conferred upon the em- 
ployee. As indicated above, the trans- 
action there took the form of a sale to the 
taxpayer by his employer of fully negoti- 
able stock purchase warrants, rather than 
the grant of an option. Although the price 
at which the warrants were exercisable 
slightly exceeded the then trading price of 
the stock on the exchange, the taxpayer 
nevertheless reported them as having a 
value on his tax return and paid a tax on 
the reported value. When he subsequently 
sold the warrants (for approximately 17 
times the reported value) the Commissioner 
treated the profit as fully taxable. In over- 
ruling him, the Tax Court, on the basis of 
evidence not shown in its findings of fact, 
found that the warrants when purchased 
had a value at least equal to that reported 
by the taxpayer. It regarded such negoti- 
able warrants as capital assets, differing 
widely from the usual employee stock pur- 
chase option, and held that their sale was 
taxable only as a capital transaction. 

Whether the Stone case will stand up 
remains to be seen. If it does, it would 
seem to furnish a taxpayer who is willing 
to assume a relatively small but immediate 
tax burden certainty of capital gains treat- 
ment on his realization of subsequent appre- 


ciation. However, a negotiable warrant 
would seem to be no different in substance 
from a freely assignable option. There- 
fore, if the option method generally should 
ultimately fail, it would not be too surpris- 
ing to see the Stone principle go down with it. 


Finally, the possibilities of the Lehman 
and Kuchman™ cases which aroused some 
interest a couple of years ago should not be 
lost sight of, if a restricted stock option 
plan is not acceptable. It will be recalled 
that these cases involved direct sales of 
stock at bargain prices, rather than option 
grants. In Kuchman, the Tax Court was 
satisfied that restrictions on resale or dis- 
position of the stock by key executives 
were such as to preclude a finding that the 
stock had an ascertainable fair market 
value. And in Lehman, it was held that the 
expiration in the taxable year of restric- 
tions which had been imposed at the time 
of acquisition in a prior year was not a tax- 
able event, the parties agreeing that the 
restrictions precluded a finding that the 
stock had a value in excess of its cost when 
acquired. 

So long as the acquiescences in these 
cases remain outstanding, they would seem 
in combination to afford a reasonably safe 
method of accomplishing a bargain transfer 
to an employee with the desired tax conse- 
quences, without following the restricted 
stock option route.” Short of some such 
plan, however, it is believed that other bar- 
gain sale or option plans should be re- 
garded as generally too dangerous to justify 
their use, unless it should be authoritatively 
settled that it is still possible to avoid tax 
on the spread between value and price in 
the case of unrestricted options granted 
after February 26, 1945 and exercised “after 


1949.” [The End] 


Officials of the Internal Revenue Service sometimes feel that somebody is pulling 
their legs. This feeling springs from some of the weird questions presented to 
them. In Oklahoma the district office was requested to provide the 

procedure for figuring depreciation on a $500 investment in a worm ranch. In 
California a similar query sought specific detail in behalf of a farmer who had 
allegedly purchased $200 worth of ladybugs to combat aphids. 

Somewhat uncertainly perhaps, inquirers were told they would have to take 

a physical inventory and claim death loss only. 





31 Bstate of Lauson Stone, cited at footnote 22. 

% Robert Lehman, CCH Dec. 18,576, 17 TC 
652 (1952), acq., 1952-1 CB 5; Harold H. Kuch- 
man, CCH Dec. 18,934, 18 TC 154 (1952), acq., 
1952-2 CB 2. 

% Phil Kalech, CCH Dec. 20,818, 23 TC 672 
(1955), acq., I. R. B. 1955-37, 6, limited the 


income realized on exercise of a stock option, 
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conceded by the taxpayer to be compensatory, 


to the amount at which the taxpayer was re- 
quired to resell the stock to his employer in 
the event of termination of his employment, 
where any other disposition of the stock was 
prohibited during a specified period following its 
acquisition. 
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Estate and Gift Taxation 


Federal Estate and Gift Taxation: Cases 
and Materials. William C. Warren and 
Stanley S. Surrey. The Foundation Press, 
Brooklyn, New York. 1956. 978 pages. 
$9.50. 


As stated in the prefaces to prior editions, 
this book is designed for use both in the 
basic tax course and in seminar work in 
estate and gift tax problems or estate plan- 
ning. Many schools are shifting the basic 
tax course to the second year, and third year 
seminar work is therefore increasing. 


The following is a summary of the con- 
tents of the book: the federal estate and 
gift tax systems; constitutional problems; 
basic application of the transfer taxes; inter 
vivos transfers subject to both transfer taxes; 
joint interests and community property; life 
insurance; shifting enjoyment or possession 
without transfer taxes; valuation; determi- 
nation of the taxable estate and taxable 
gifts; the marital deduction and split gifts; 
credits, computation and payment of tax; 
federal tax responsibilities and personal lia- 
bility of an executor; application of transfer 
taxes to nonresidents not citizens of the 
United States; multiple death taxation and 
the tax treaties; estate planning. 


For Federal Court Practitioners 


Discovery Proceedings Under the Federal 
Rules. James A. Fowler, Jr., and Asa D. 
Sokolow. 


Federal Pre-Trial and Jury Trial Pro- 


cedure. Milton R. Wessel. 

The two monographs are published in a 
single pamphlet by the Practising Law 
Institute, 20 Vesey Street, New York 7, 
New York. 1955. 82 pages. $2. 

A lawyer who is unfamiliar with federal 
practice may hesitate to commence an ac- 
tion in a United States district court even 
though that forum may be advantageous for 


Books 


his case. As a result, many lawyers today 
are seeking to learn how trial techniques, 
tactics and procedures in the federal courts 
differ from those in the state courts. These 
two monographs attempt to meet this need 
for information. 

The monograph on discovery proceedings 
points out how these proceedings in the 
federal courts can be used to learn an ad- 
versary’s interpretation of the primary facts 
and the theory of his case. The use of 
federal court depositions to elicit testimony 
with which to lay the foundation at the 
trial for introducing documents into evi- 
dence and to compel the production of 
various types of documents is explained. 


The monograph on federal trial procedure 
points out the strategic value of the pretrial 
conference, and how, by stipulations, counsel 
can simplify the trial. The author also 
explains how basic changes in the theory 
and framework of a case, which will not 
always be permitted at the trial, especially 
if it is before a jury, may be possible at a 
pretrial conference. Other subjects cov- 
ered are the right to trial by jury, selecting 
the jury, admissibility of evidence and objec- 
tions thereto, motions, the charge to the 
jury and the verdict. 

The pamphlet is the latest in a series on 
trial practice. 


State Unemployment Compensation 


Unemployment Compensation: A Graphic 
Review. Research Council for Economic 
Security, 111 West Jackson Boulevard, Chi- 
cago 4, Illinois. 1955. 56 pages. 


This publication, covering in graphic form 
the experience under the state unemploy- 
ment compensation laws since 1939, includes 
a series of charts, accompanied by brief 
explanations and detailed tables. The 
charts, the tables and the interpretation 
attempt to relate the experience under these 
state laws to general economic trends. 
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We are blushing.—In our review of 
A Tax Problem for Economic Growth, 
33 Taxes 853 (November, 1955), at 
page 854, we stated the following: 
“The economist will look for some 
norm measured by a percentage of 
the national income which can be 
siphoned off by taxation. Colm has 
expressed himself that going beyond 
25 per cent is playing dangerously with 
the welfare of the whole economy.” 

Dr. Gerhard Colm did not make 
this observation. The expression should 
have been credited to Colin Clark. We 
know better, too. But how the con- 
fusing of the names came about is 
one of those unexplainable mysteries 
that occur every now and then in 
the publishing business. 








For example, from 1939 through 1953, 
civilian employment increased by 35 per 
cent, whereas covered employment increased 
by 71 per cent. This was due primarily to 
legislation extending coverage to firms em- 
ploying less than eight persons and by 
broadening coverage to include activities 
formerly excluded from coverage. 


Accounting 
Municipal and 


Irving Tenner. 
Avénue, New 
edition, 1955. 


Governmental Accounting. 
Prentice-Hall, Inc., 70 Fifth 

York, New York. Third 
569 pages. 

This book covers the accounting princi- 
ples and procedures applicable to both state 
and local governments, including counties, 
townships, cities and villages, school dis- 
tricts and special districts, as well as certain 
institutions such as hospitals, colleges and 
universities. 

There is a discussion of the audit of 
governmental accounts, with emphasis on 
those auditing principles and procedures 
peculiar to governments. The chapter deal- 
ing with the classification of accounts covers 
not only revenue and expenditure accounts, 
but also the typical balance sheet accounts 
of each fund. The classification is presented 
in such a way as to enable the reader to 
get a bird’s-eye view of the accounts which 
go to make up each fund. There are dis- 
cussions of those procedures which are com- 
mon to certain funds. 


Louisiana's Highways 


Financing Highway Improvements in Louist- 


ana. William D. Ross. Division of Re- 
search, College of Commerce, Louisiana 
216 March, 
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State University, Baton Rouge, Louisiana. 
1955. 236 pages. 


The scope of this study is considerably 
broader than that of any similar study 
which has been conducted. Highway fi- 
nance policies, practices and problems in 
Louisiana are examined independently and 
as they relate to the total fiscal structure 
of state and local governments within the 
state. A pioneering effort to apply the cost 
of service theory of taxation to a specific 
problem of public finance is presented. 
Detailed suggestions for financing needed 
highway improvements in Louisiana are 
supplied. 

It should be noted, however, that the 
latter recommendations are not intended to 
be a complete blueprint for action. This 
is particularly true with respect to the sug- 
gestions for bond financing. The data pre- 
sented are arranged to demonstrate the 
magnitude of additional revenues required, 
not to indicate the intended priority of debt 
service ratios, and other important features 
of debt financing. 


The study, a financial analysis of past and 
proposed highway financing in Louisiana for 
the Louisiana Legislative Council, is de- 
signed to assist the state legislature in 
dealing with the problem of highway finance 
in the state. 


Local Government in Michigan 


Study Kit on Michigan Local Government. 
Edited by Robert H. Pealy. The University 
of Michigan Press, Ann Arbor, Michigan. 
Second edition, 1956. 30 pages. $1. 


Generally, people are interested in what 
government does; political scientists and 
civics classes study how government is 
organized, as well as what it does. This 
study kit deals with the structure of local 
governments. Eleven charts are included 
which correspond with the material in the 
Information Section. These charts depict 
nine forms of local government, such as 
weak-mayor government, typical village, 
commission government, etc.; there is also 
one chart on the judiciary of Washtenaw 
County, and another on the tax process for 
county, township and school district. 


The Information Section is a pamphlet 
describing these various setups with specific 
examples that are found in the State of 
Michigan. It is divided into sections which 
include city government, village govern- 
ment, township government, county govern- 
ment, the judiciary, and the property tax. 


Each is supplemented with references for 
further reading. 
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Articles 


Digests and Comments 
from Other Periodicals 
eo Staff Prepared 





Partnership Tax Problems 


This is a review of ‘‘Partners and Part- 
nerships Under the 1954 Code,"’ by J. 
Nelson Young. The University of Illinois 
Law Forum, Fall, 1955. 


Mr. Young is a CPA, State of Illinois, 
and professor of law, University of 
Illinois. 


This article presents a very comprehen- 
sive study from a tax point of view of the 
life span of a partnership from its initial 
formation, through its ordinary operation 
including the sale or liquidation of a retir- 
ing or deceased partner’s interest, and 
finally to its complete termination. 

In discussing the formation of a partner- 
ship, the author presents factors to be con- 
sidered regarding the recognition of gain 
or loss and basis in the case of a sale of 
an interest in a proprietorship, the contribu- 
tion of property in kind, the initial basis 
of a partner’s interest, the effect of liabili- 
ties relating to contributed propérty and 
capital accounts disproportionate to the 
partners’ contributions. With regard to 
the sale of an interest in a proprietorship, 
the author states: 

“Frequently, a sole proprietor will wish 
to form a partnership with one who desires 
to ‘buy in’ to his business. If he accepts 
a lump sum payment in consideration of the 
creation of an equal partnership, he has in 
effect sold a one-half interest in each of the 
business assets. Under the doctrine of 
Williams v. McGowan, [152 F. (2d) 570 
(CA-2, 1945)] he will be required to allocate 
the proceeds of the sale and separately 
account for gain or loss—capital or ordi- 
nary—with respect to a one-half interest in 
each item of property employed in the 
business. To avoid recognition of any tax- 
able gain in this situation, the sole pro- 
prietor should withdraw from his business 
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cash or other property leaving assets with 
a value equal to the capital contribution to 
be made by the other partner. The pro- 
prietor, with the balance of his business 
assets, and his prospective partner with his 
cash may make their contributions of 
capital directly to the newly formed 
partnership.” 


Selection of the partnership taxable year 
and the tax treatment of expenditures made 
in organizing a partnership are also dis- 
cussed in relation to the formation of a 
partnership. 


In dealing with the tax problems arising 
in the operation of the partnership, the 
author sets forth methods of reporting and 
taxing partnership income, such as the elec- 
tion to be taxed as a corporation. In this 
respect, the author states: 

“Section 1361 of the new Code permits a 
sole proprietor or a partnership consisting 
of not more than fifty individual members 
to elect to be taxed as a corporation. This 
provision does not apply, of course, to those 
business organizations which, as associa- 
tions, are subject to tax as corporations 
under the statutory definition in section 
7701(a)(3). Partnerships electing to be 
taxed as corporations encounter numerous 
uncertainties under section 1361, and, fur- 
thermore, they do not obtain all the tax 
prerequisites which are extended to corpo- 
rations. The partners of an electing part- 
nership do not qualify as employees for the 
purpose of the employee pension trust pro- 
visions. In many cases, the tax benefits 
available to the officer-owners under an 
employee pension plan are among the prin- 
cipal considerations leading to the selection 
of the corporate form. As a practical mat- 
ter, if a partnership desires the tax status 
of a corporation, it generally will be pref- 
erable to incorporate. This will permit the 
individual under local 


members, law, to 


obtain the insulating benefits of the corpo- 
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rate form with respect to personal liability 
and will enable the company under the tax 
laws, to chart its course with a more 
adequate degree of certainty.” 

Among other items dealt with are the 
classification of items of partnership income 
and expense, the determination of partner- 
ship income, partners’ shares of income, ex- 
pense and losses, transactions between a 
partner and the partnership and current 
distributions to the partners. 


New Formula 

on Percentage Depletion for Oil 
This is a review of ‘Percentage Deple- 
tion for Oil—A Policy Issue,"" by Har- 
rop A. Freeman. Indiana Law Journal, 


Summer, 1955. 


Mr. Freeman is a professor of law, 
Cornell University Law School. 


“For frankness it may be said at the 
outset that this material will espouse the be- 
lief that the time has come to change the 
depletion and related deduction allowances 
for oil and gas production and will propose 
an alternative plan.” This statement of the 
author in the opening paragraphs of the arti- 
cle leaves no room for doubt in the 
mind of the reader that here’s a man who 
knows what he wants without equivocation. 
The author opines that the Congressional 
denial of a $20 credit to each taxpayer last 
year has brought into sharper focus the 
policy issues in all tax provisions, 

At the very outset, the author presents 
the following scheme which he advances as 
a replacement for the present provisions in 
the Code: 

“(a) There should be no change in the 
taxpayer’s option to capitalize or deduct 
as an expense so-called ‘intangible’ costs 
(and spreading the deduction over several 
years, if desired, will be permitted). 

“(b) Nor will the provision permitting 
the taxpayer to deduct depreciation on 
equipment and other tangibles used in 
production be changed. 

“(c) If the taxpayer has capitalized any 
costs not recoverable through depreciation, 
he will be allowed to recover these through 
depletion by one of two methods. Either, 
first, fifteen percent of gross income, but 
not exceeding twenty-five percent of the 
taxable income, from the property, or, sec- 
ond, at a percentage of the capitalized 
costs equal to the number of units extracted 
divided by the number of units which are 
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estimated to be recoverable from the 


property. 

“(d) After the total capitalized costs are 
recovered, no further depletion will be 
allowed. 


“(e) If the property is sold or trans- 
ferred, the gain or loss shall be treated as 
ordinary, rather than capital, gain or loss, 
but the tax rate for individuals or corpora- 
tions shall not exceed thirty percent. 


“(f) If incentive for exploration, dis- 
covery, research, or development is at any 
time needed, the inducement shall not be 
geared to production and income but shall 
be provided by outright subsidies or grants- 
in-aid. 

“(g) If, in the interests of full production 
from the marginal, stripper, or secondary 
recovery well, an inducement is required 
beyond those suggested above, then out- 
right production subsidies or grants-in-aid 
shall be furnished. 


“th) Either, or both, (b) and (c) could 
be modified to permit amortization of cost 
over a five year period in a national emer- 
gency, as was done by the Defense Produc- 
tion Act for war facilities. 

“(i) Oil should be considered to be in a 
different category from gas, and further 
studies should be undertaken to determine 
whether different rates or inducements are 
needed. 


“(j) Deductions under (a) and (c) shall 
not be used to offset income not from oil 
and gas. None of the provisions in (a) 
through (h) shall apply to oil and gas 
outside the United States, pending a new 
study as to the proper foreign policy.” 


The author sets forth the background of 
percentage depletion with a résumé of the 
applicable statutes, court decisions and 
Congressional hearings. 


In conclusion, the author points out that 
the oil and gas industry occupies a stratum 
somewhere between our usual concepts of 
capital assets and inventory. Although it 
bears some resemblance to land, it also 
becomes part of the actual product sold, 
similar to inventory of raw materials. How- 
ever, the important characteristic for tax 
purposes is, of course, that it is consumed 
in the sale and must of necessity be re- 
placed out of the sale. States the author: 
“Depletion—either cost, or discovery, or 
percentage—is one way of accomplishing 
this. But it is not the only way, nor is 
it a constitutional requirement, but a matter 
of grace.” 
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Deductible Expense 
or Capital Payment 


Amounis paid to vendor from renewal 
premiums in sale of insurance business 
constituie part of purchase price. 


The appellant, an insurance broker, pur- 
chased the general insurance business of a 
competitor. In the sales contract, the appel- 
lant agreed to pay the vendor, in fixed 
monthly installments, part of the commis- 
sions received on renewals of policies previ- 
ously sold by the vendor. The appellant 
sought to deduct these installment pay- 
ments from his income for the years 1950, 
1951 and 1952. He claimed that the amount 
remitted to the vendor never belonged to 
him—that he had merely collected it on 
behalf of the vendor. The deductions were 
disallowed by the Minister, who contended 
that the payments were not expenses for 
the purpose of producing income but were 
payments on account of capital. The Minis- 
ter claimed that the payments either were 
part of the purchase price of the business 
or, alternatively, were payments to obtain 
the right to commissions on renewal premiums. 


The chairman of the Appeal Board dis- 
missed the appeal. The renewal commis- 
sions were income received by the taxpayer 
which he afterwards expended as _ install- 
ments on the purchase price of a capital 
asset (the competitor’s business).—Robert 
Tremblay v. Minister of National Revenue, 55 
DTC 621. 


Orchestra Leader Really Needs Car 
in Business 
Operating expenses and capital cost 
allowance held deductible. 


The taxpayer, an orchestra leader, pianist 
and composer, claimed among other deduc- 
tions the sum of $1,164.90 for automobile 
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Capital Asset Cost as 
Deductible Expense . . . 


Medical, Car Expense Deductions 


Canadian Tax Letter 


expenses and as capital cost allowance on 
his automobile, which he claimed he used 
for the purpose of earning income from his 
business. In a notice of assessment, the 
Minister reduced the claimed deduction to 
$388.30 on the ground that the taxpayer had 
used his automobile for personal purposes 
to the extent of 75 per cent. The taxpayer 
was assessed accordingly. 


The Appeal Board granted the appeal 
and allowed the taxpayer an additional 
deduction of $776.59. In so doing, the chair- 
man stated that “the appellant proved be- 
yond all doubt that from the moment he 
arrives at the studio in the morning until 
he finishes late at night, it would be abso- 
lutely impossible for him, if he traveled 
other than by automobile, to be on time 
for his numerous engagements.”—No. 304 v. 
Minister of National Revenue, 55 DTC 662. 


Cost of Medical Oxygen 


No medical expense deduction for 
costs of home treatment. 


A taxpayer spent $740 on medical oxygen 
for his invalid wife, who was treated at 
home. She was ill with pulmonary tubercu- 
losis. According to her doctors, only the 
constant use of oxygen could give her relief 
and prolong her life. The husband sought 
to deduct the cost of the oxygen as a medi- 
cal expense (subject, of course, to the 3 per 
cent floor). The Minister disallowed the 
deduction on the ground that the payments 
for the oxygen were not made to a medical 
practitioner, dentist or nurse or to a hospital. 
The taxpayer appealed. 


The Appeal Board dismissed the appeal. 
Although it expressed sympathy with the 
appellant, the Appeal Board concluded that 
there was no provision in the act for medi- 
cal expenses of this kind—Anatole Brunet v 
Minister of National Revenue, 55 DTC 663. 
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Meetings of Tax Men 


Tax Executives Institute, Indiana Chap- 
ter.—_-The regular monthly dinner meeting 
of the Indiana Chapter of Tax Executives 
Institute, Inc., will take place on March 
13 at the Marott Hotel in Indianapolis, 
Indiana. Dinner is at 6:00 p.m. Ivan Kelley, 
Chief of Education, Indiana District, will 
speak on individual, partnership and cor- 
poration income tax returns. 


At the monthly dinner meeting on April 
10, Kermit Parrish will speak on “1956 
Revenue Code Changes.” Again, dinner is 
at 6:00 p.m. at the Marott Hotel. 


Institute on Federal Taxation of New 
York University.—The Third Annual Con- 
ference on Business and Tax Policy has 
been announced by New York University 
and the University of Miami for April 1-6 
at the Whitehall, Palm Beach, Florida. 
Under the auspices of the New York Uni- 
versity Institute on Federal Taxation, this 
conference—although nontechnical—is simi- 
lar to the November meetings at New York 
City, but it is directed to business execu- 
tives. The enrollment fee of $300 is payable 
by check to New York University, and 
should be forwarded to Mr. Henry Sellin, 
Executive Director, Institute on Federal 
Taxation, 1 Washington Square North, New 
York 3, New York. Special rates of $18 per 
day (American plan, two in a room) are 
available to conference members and their 
families. All correspondence concerning 
reservations should be directed to the 


Whitehall. 


University of Miami.—The Eleventh An- 
nual Tax Conference of the University of 
Miami will be held April 23-28 at the 
Roney Plaza Hotel, Miami Beach, Florida. 
An excellent program presenting national 
authorities in the field of taxation has been 
planned. Subjects covered will include cor- 
porate problems, natural resources, partner- 
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Taxes... 
Tax People... 
Things Taxed... 


ships, doing business, and estates and trusts. 
The full registration fee is $65. or $85 in- 
cluding registration for the wives program. 
Single day registration is $15. Special rates 
of $8 single and $10 double per day are 
available to registrants and reservations 
should be made directly with the hotel. 
Further information may be obtained from 
Dr. Dan Steinhoff, Jr., Conference Director, 
University of Miami Tax Conference, P. O. 
Box 8002, University Branch, Coral Gables, 
Florida. 


State Tax News 


Colorado.—For the years 1955 through 
1964 a tax of .13934 mill will be levied upon 
real and personal property for the purpose 
of acquiring land, with improvements, for 
the Colorado State College of Education at 
Greeley. (H. B. 35.) A tax of .09306 mill 
will be levied for the purpose of acquiring 
land for the Colorado School of Mines at 
Golden. (H. B. 61.) 


Under the provisions of S. C. R. 7, if ap- 
proved by the voters at the next general 
election, a constitutional amendment would 
enable the legislature to levy severance 
taxes on oil and gas at a rate not to exceed 
5 per cent of the value of the product at 
the time and place of severance. The gross 
income tax on the production of oil and gas 
would be repealed as of April 1, 1957. 

A pending bill (H. B. 40) would extend 
through 1956 the 20 per cent credit allowed 
individuals and corporations against net in- 
come tax due. Another bill (H. B. 84) 
would increase individual income tax ex- 
emptions from $600 to $750 in all categories. 
The income minimum of $600 on which 
returns are forthcoming would also be 
raised to $750. These changes would apply 
to all taxable years ending after July 1. 


Delaware.—A business payroll tax is be- 
ing considered. H. B. 690 would tax em- 
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ployers at the rate of % of 1 per cent of 
the amount of wages, in excess of $50,000, 
which are paid during the calendar years 
1956 and 1957 to employees for services 
rendered in Delaware. Since Delaware is 
one of the favorite states in which to in- 
corporate a business, it should be noted 
that the provisions of this bill apply only 
to wages paid for services actually per- 
formed in the state. 


New York.—From the number of bills 
introduced proposing changes in the per- 
sonal income tax law, the residents of the 
“Empire State” are going to have to adjust 
their tax planning. Among the introductions 
being considered are the following: 


Interest on savings of the taxpayer would 
be exempt to an amount not in excess of 
$100. (A. B. 1675.) 


A deduction, not to exceed $500, would be 
allowed for federal income taxes paid. 


(A. B. 1143.) 


In addition to contributions made to a 
trust fund forming part of a stock bonus, 
pension or profit-sharing plan for the benefit 
of employees, there would be allowed as a 
deduction where there has been established 
a vested trust plan for the employees’ bene- 
fits, an additional amount equal to 15 per 
cent of the total contributions to the vested 


fund. (A. B. 1169.) 


“Head of family” would be defined as a 
person who supports and maintains one or 
more individuals as a family unit who are 
connected with him by blood relationship, 
or by marriage or adoption, or a person 
who maintains a household which consti- 
tutes the pr‘ncipal place of abode of his 
father or mc cher if a deduction is claimed 
for his father or mother. (S. B. 867.) 


Compensation received by state or muni- 
cipal employees 65 years of age or older, 
equal in amount to the social security bene- 
fits for which such employes are eligible, 
would be exempt from gross income. (S. B. 


1274.) 


The election of an accounting period of 
52-53 weeks as described in federal Code 
Section 441 would be permissible. In ad- 
dition, the following federal Code sections 
would be made applicable: Section 1232 
would apply in the determination of gains 
and losses governing bonds and other evi- 
dences of indebtedness. Section 1014 would 
govern the basis of property acquired from 
a decedent. The sale or exchange of a 
residence would be governed by Section 
1034. Section 101 would apply to death 
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benefits from insurance contracts and Sec- 
tion 264 would be applicable to amounts 
paid in connection with insurance contracts. 


(A. B. 1480.) 


The deduction for charitable contribu- 
tions would be increased from 15 per cent 


to 30 per cent of a taxpayer’s net income. 
(S. B. 1248.) 


A taxpayer who has attained the age of 
65 or is blind would be allowed an ad- 
ditional exemption of $500. (S. B. 809.) 


Any taxpayer who is engaged in any 
gainful employment and is thereby required 
to arrange for the care of any child under 
the age of 12 in his custody, would be al- 
lowed a deduction for such expenses not 
in excess of $1,000. (A. B. 772.) 


In addition to the bills relating to the 
personal income tax, the following pro- 
posals have been introduced: 


Real property of the port of New York 
authority, which is not used exclusively for 
airport or port purposes and which is leased 
to concessionaires, theaters and other non- 
airport or nonport uses, would be subject 


to taxation by the city, county and state. 
(A. B. 1142.) 


The tax on transfers of stock and other 
certificates of corporations would be in- 
creased to the following rates: shares sell- 
ing for less than $5 per share, two cents 
per share; $5 to $10, three cents per share; 
$10 to $20, four cents per share; $20 to $30, 
five cents per share; $30 to $40, six cents 
per share; $40 to $50, seven cents per 
share; $50 to $60, eight cents per share; 
$60 to $70, nine cents per share; and ten 
cents for each share where the selling price 


is $70 or more. (A. B. 1175.) 


Pennsylvania.—The mill levy allowed 
townships of the first class has been in- 
creased from 12 mills to 15 mills. (H. B. 


874.) 


Three measures have been proposed by 
the House Bipartisan Tax Committee as a 
means to raise $360 million in additional 
revenue. H. B. 1960 would impose a 2 per 
cent personal income tax. A gross receipts 
tax of 2 per cent on retail sales of food, 
beverages and lodgings by hotels, motels, 
public restaurants, clubs and caterers would 
be collected under H. B. 2010. And if H. B 
2009 gets through the legislative gristmill, 
a selective sales tax of 2 per cent will be 
collected on retail automobiles, 
trucks, trailers, aircraft and accessories, parts 
and equipment, building and construction 
materials, home furnishings, furniture and 
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equipment, office furniture, equipment and 
supplies, radios, television sets, phonographs, 
sound recorders, musical instruments, parts 
and accessories, records and sheet music, 
photographic equipment, sporting goods, 
athletic equipment, pleasure boats and equip- 
ment, parts, accessories and supplies, cos- 
metics, furs and fur coats and jewelry. We 
understand that the governor will approve 
the above legislation when and if it is 
passed by the legislature. 


Tip for Tax Men 


Section 205(c)(2) of the Social Security 
Act and Regulation Section 404.803 pro- 
vide that any individual, his legal repre- 
sentative, or after his death his survivor 
or the legal representative of his estate may 
obtain a statement of the earnings of the 
individual and the periods in which the 
wages were paid and the self-employment 
income was derived as shown by the 


City Tax Calendar . 


April 1—New York: New York City prop- 
erty tax due; New York City real estate 
tax second installment due. 

April 15—Arizona: Phoenix business privi- 
lege tax reports and payment due. Colo- 
rado: Denver sales tax reports and pay- 
ment due. Kentucky: Louisville corporate 
income tax reports and payment due; 
Louisville personal income tax reports 
and payment due. New Mexico: Albu- 
querque occupation tax installment due. 
Ohio: Columbus corporate income tax 
reports, balance of previous year’s tax and 
first quarter of next year’s estimated tax 
due; Columbus personal income tax re- 
ports, balance of previous year’s tax and 
first quarter of next year’s estimated tax 
due; Youngstown corporate income tax 
reports, balance of last year’s tax and 
first quarter of next year’s estimated tax 
due; Youngstown personal income tax re- 
ports, balance of last year’s tax and first 
quarter of next year’s estimated tax due. 
Pennsylvania: Erie employer withholding 
reports and payment due; Scranton em- 
ployer withholding reports and payment 
due; Scranton income tax reports and 
first installment of tax due; Scranton 
School District employer withholding re- 
ports and payment due; Scranton School 
District income tax reports and payment 
due. 

April 20—Louisiana: Baton Rouge sales 
and use tax reports and payment due; 
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records of earnings at the time the request 
for information is received. 


Tax men engaged in the business of 
making out income tax returns have the 
opportunity for performing an additional 
service in behalf of their taxpayer cus- 
tomers, At the time the taxpayer signs 
the income tax return, the tax man can 
have the taxpayer sign a post card form 
addressed to the Social Security Adminis- 
tration, Baltimore, Maryland, asking for a 
statement of the taxpayer’s social security 
account. Addressed post card forms can 
be obtained at the field office of the Social 
Security Administration. 


It is wise for individuals to check on 
the records once a year, but a check on the 
account should be made by the taxpayer 
at least each three years since certain cor- 
rections in errors cannot be made after 
a period of three years, two months and 
15 days has elapsed. 


New Orleans sales and use tax reports 
and payment due. Pennsylvania: Pitts- 
burgh employer withholding reports and 
payment due. 


April 25—New York: New York City con- 
duit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due. 


April 30—Kentucky: Louisville personal in- 
come tax withholding payment due. Ohio: 
Cincinnati corporate income tax reports 
and payment due; Cincinnati employer 


withholding reports and payment due; 
Cincinnati personal income tax reports 
and payment due; Columbus employer 
withholding reports and payment due; 
Dayton corporate income tax reports, bal- 
ance of previous year’s tax and first 
quarter of next year’s estimated tax due; 
Dayton employer withholding quarterly 
reports and payment (if less than $100) 
due; Dayton employer withholding reports 
and payment, if more than $100, due; 
Dayton personal income tax reports, bal- 
ance of previous year’s tax and first 
quarter of next year’s estimated tax due; 
Toledo employer withholding tax reports 
and payment due; Youngstown employer 
withholding tax reports and payment due. 
Pennsylvania: Philadelphia income tax re- 
ports and payment on wages and salaries 
not withheld at source due; Philadelphia 


withholding tax reports and payment due. 
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State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month, 


ALABAMA: April 1—Franchise tax due. 
April 15—Personal income tax report and 
first installment due. April 30—Franchise 
tax due (last day). 

ARIZONA: April 15—Corporate income 
and information reports and first install- 
ment of tax from calendar-year corpo- 
rations due.—Partnership income reports 
due.—Personal income and information 
reports and first installment of tax due. 
April 30—Withholding reports and pay- 
ment due. 

ARKANSAS: April 1—Franchise tax re- 
ports due. April 10—Property tax reports 
due. April 16—Property tax installment due. 

CALIFORNIA: April 10—Real property 
tax semiannual installment due (last day). 
April 15—Partnership income reports due.— 
Personal income reports and first install- 
ment of tax due. 

COLORADO: April 15—Corporate income 
reports and first installment of tax due — 
Partnership income reports due.—Per- 
sonal income reports and first installment 
of tax due. April 30—Employers’ income 
tax withholding reports and payment 
due.—Property and mine tax due (last 
day to pay in one installment without 
penalty). 

CONNECTICUT: April 1—Income (fran- 
chise) tax reports and payment due. 

DELAWARE: April 30—Partnership in- 
come reports due.—Personal income re- 
ports and first installment of tax due.— 
Personal income withholding reports and 
payment due. 


DISTRICT OF COLUMBIA: April 15— 
Corporation reports due—Income (fran- 
chise) reports and first installment of tax 
due.—Personal income reports and _ first 
installment of tax due.—Unincorporated 
business reports and first installment of 
tax due. 

FLORIDA: April 1—Property reports due. 

GEORGIA: April 1—Property reports due 
(last day). April 15—Corporate income 
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reports and first installment of tax due.— 
Intangible personal property reports due. 
—Partnership income reports due.—Per- 
sonal income reports and first installment 
of tax due. 


ILLINOIS: April 30—Property reports 
from private car lines due (last day).— 
Property reports from railroad companies 
due (last day). 

IOWA: April 1—Property reports from 
pipeline companies due.—Property reports 
from railroads due.—Property tax first 
installment delinquent. April 30—Corpo- 
rate income reports and first installment 
of tax due—Partnership income reports 
due.—Personal income (calendar year) 
reports and first installment of tax due. 


KANSAS: April 15—Corporate income re- 
ports and first installment of tax due.— 
Partnership income reports due.—Personal 
income reports and first installment of 
tax due. 

KENTUCKY: April 15—Corporate in- 
come reports and first installment of tax 
due.—License reports from corporations 
due.—Partnership income reports due.— 
Personal income reports (estimated) and 
first installment of tax due—Personal 
income tax reports and payment, or first 
installment thereof, due (calendar year). 
April 30—Income tax withholding reports 
and payment due. 

LOUISIANA: April 1—Property reports 
due. 

MARYLAND: April 15—Corporate income 
reports due.—Estimated income tax dec- 
laration and first installment due.—For- 
eign corporation reports and filing fees 
due.—Franchise tax reports and payment 
from domestic corporations due.—Part- 
nership income reports due.—Personal 
income reports due.—Property reports 
from corporations due. April 30—With- 
held tax reports and payment due. 

MASSACHUSETTS: April 10—Corporate 
excise (income) tax reports and payment 
due.—Corporate franchise (income) re- 
ports from utilities due. April 15—Part- 
nership income reports due.—Personal 
income tax reports and payment due. 
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MINNESOTA: April 1—Foreign corpora- 
tion tax reports and payment due (last 
day). April 15—Personal income reports 
and first installment of tax due. 

MISSISSIPPI: April 1—Property reports 
due.—Property reports from car compan- 
ies due. April 2—Property reports from 
railroads and utilities due. April 15—Cor- 
porate income reports and first install- 
ment of tax due.—Income information 
reports due.—Partnership income reports 
due.—Personal income reports and first 
installment of tax due. 

MISSOURI: April 15—Corporate income 
tax reports and payment due.—Partner- 
ship income reports due.—Personal in- 
come tax reports and payment due. 

MONTANA: April 1-—Property reports 
from railroads due. April 15—Estimated 
personal income tax declaration and first 
installment due.—Income information re- 
ports due.—Partnership income reports 
due.—Personal income reports and first 
installment of tax due. 

NEBRASKA: April 1—Property reports 
from railroads due. April 20—Personal 
property reports due.—Property reports 
(intangibles) due. 

NEW HAMPSHIRE: April 1—Corpora- 
tion reports due—Franchise tax due. April 
15—Property reports due (last day). 

NEW JERSEY: April 1—Franchise tax 
reports of revenue from railroad com- 
panies due. April 15—Franchise tax re- 
ports and payment due. 

NEW MEXICO: April 1—Corporate in- 
come information reports due.—Personal 
income information reports due. April 
15—Corporate income reports and first 
installment of tax due.—Partnership in- 
come reports due.—Personal income re- 
ports and first installment of tax due. 

NEW YORK: April 15—Partnership in- 
come reports due.—Personal income re- 
ports and first installment of tax due. 
—Unincorporated business tax reports 
and payment due. 

NORTH CAROLINA: April 15—Intangi- 
ble corporate property information re- 
ports due.—Intangible personal property 
reports and payment due.—Partnership 
income reports due.—Personal income 
and information reports and first install- 
ment of tax due. 

NORTH DAKOTA: April 1—Foreign cor- 
poration reports due (last day). April 15 
—Corporate income and information re- 
ports and first installment of tax due.— 
Partnership income reports due.—Per- 
sonal income and information reports and 
first installment of tax due. 
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OKLAHOMA: April 1—Property tax sec- 
ond installment delinquent. April 15— 
Partnership income reports due.—Per- 
sonal income reports and first installment 
due. 

OREGON: April 15— Excise (income) 
reports and first installment of tax due.— 
Partnership income reports due.—Per- 
sonal income reports and first installment 
of tax due. April 30—Withholding tax 
reports and payment due. 

PENNSYLVANIA: April 15—Corporate 
income tax report and final payment for 
1955 due.—Corporate net income tax report 
and final payment for 1955 due. April 30 
—Corporate income tax tentative report 
and part payment for 1956 due.—Cor- 
porate net income tax tentative report 
and part payment for 1956 due. 

RHODE ISLAND: April 15—Property 
reports due. 

SOUTH CAROLINA: April 1—Domestic 
corporation license tax due. April 15— 
Partnership income reports due.—Per- 
sonal income tax reports and first install- 
ment due. 

SOUTH DAKOTA: April 30—Property 
tax first installment due (last day). 


TENNESSEE: April 20—Property reports 


due.—Property reports from manufacturers 
due. 

TEXAS: April 30—Property reports due 
(last day). 

UTAH: April 15—Excise (income) reports 
and payment of tax due.—Individual in- 
come tax reports and payment due.— 
Partnership income reports due. 

VERMONT: April 20—Property reports 
due (last day). April 30—Employers’ re- 
turn of income tax withheld due. 

VIRGINIA: April 15—Corporate income 
reports due. 

WASHINGTON: April 30—Property tax 
semiannual installment due. 

WEST VIRGINIA: April 1—Property re- 
ports from public service corporations 
due. April 30—Foreign corporation re- 
ports due. 

WISCONSIN: April 1—Domestic corpora- 
tion reports due (last day).—Foreign cor- 
poration reports due (last day). April 15 
—Partnership income reports due.—Per- 
sonal income reports, information and 
first installment of tax due.—Property 
reports of railroad, telegraph, sleeping 
car and express companies due. 

WYOMING: April 1—Property reports 
from pipeline companies due.—Property 
reports from public utilities due.—Prop- 
erty reports from telegraph and telephone 
companies due. 


TAXES —The Tax Magazine 





Federal Tax Calendar 


April 16 (April 15 is a Sunday) 

Last day for filing income tax returns by 
individuals for calendar year 1955. 
Forms 1040 and 1040A. Due date for 
filing partnership returns for year 
ended December 31, 1955. Form 1065. 
(Code Sections 6072 and 6151.) 

Due date for declaration and payment of 
one quarter of 1956 estimated tax by in- 
dividuals (except farmers) if filing re- 
quirements were met by April 1. (Code 
Sections 6073 and 6153.) Form 1040-ES. 

Last day for fiduciary of an estate or 
trust to file income tax return for cal- 
endar year 1955. Due date for payment 
of tax for such year. However, in the 
case of the estate of a decedent the 
fiduciary may pay tax in four equal 
installments. The first installment is 
due on this date. (Code Sections 6012, 
6072 and 6152.) Form 1041. 

Due date for annual return of informa- 
tion required of trusts claiming chari- 
table or other deductions under Section 
642(c) other than trusts the net income 
of which must be distributed currently 
each year to the beneficiary. (Code 
Section 6034(a).) Form 1041-A. 

Due date, by general extension, of returns 
for the fiscal year ended October 31, 
1955, in the case of (1) foreign partner- 
ships. (2) foreign corporations which 
maintain offices or places of business in 
the United States, (3) domestic corpora- 
tions which transact their business and 
keep their records and books of accounts 
abroad, (4) domestic corporations whose 
principal income is from sources within 
the possessions of the United States 
and (5) American citizens residing or 
traveling abroad, including persons in 
the military or naval service on duty 
outside the United States. (Code Sec- 
tions 6081 and 6151; Regulations 118, 
Section 39.53-3.) Forms: (1) Form 
1065; (2)-(4) Form 1120; (5) Form 
1040. 

Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for March. (Code Section 6035.) Form 
957. 

Due date for delivery to local collector 
of internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 


of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. (Regulations 71, Sec- 
tion 113.142.) 


Last day to file gift tax return and for 


payment if gift of more than $3,000 was 
made in calendar year 1955 to any 
person. (Code Section 6075(b).) 


April 30-—— 
Due date of return for the quarter ending 


March 31, 1956, of excise taxes on 
safe deposit boxes; transportation of oil 
by pipeline; telephone, telegraph, radio 
and cable messages and services; trans- 
portation of persons; admissions, dues 
and initiation fees; gasoline, lubricating 
oils and matches; sales by manufac- 
turers, including sales of pistols and 
revolvers; processing of certain oils; 
sales by the retailer; manufacture of 
sugar; transportation of property; and 
diesel fuel. However, if, and only if, 
the return is accompanied by depositary 
receipts (Form 537, Depositary Receipt 
for Federal Excise Taxes), showing 
timely deposits, in full payment of the 
taxes due for the entire quarter, the re- 
turn may be filed on or before the tenth 
day of May. Form 720. (Regulations 


Sections 477.2 and 477.3.) 


Employers’ quarterly returns and pay- 


ment (by depositary receipts or cash) 
of the following taxes for the first 
quarter of 1956: (1) employees’ tax 
withheld under Code Section 3102; (2) 
employers’ tax under Code Section 3111; 
and (3) income tax on wages withheld 
under Code Section 3402. With re- 
spect to such taxes for March, the 
employer may either include with his 
return (Form 941) direct remittance to 
the district director or attach to such 
return a depositary receipt for the 
amount validated by a federal reserve 
bank. Where the return on Form 941 
is accompanied by depositary receipts 
(Form 450) showing timely deposits in 
full payment of the taxes due for the 
entire first quarter, the return may be 
filed on or before May 10. (Regula- 
tions 120, Sections 405.601, 405.606.) 


Due date for return of interest paid and 


tax withheld at source on _ tax-free 
covenant bonds and other corporate 
and government bonds or obligations. 


Form 1012. 





STANDARD FEDERAL TAX REPORTS— ew law, old 
law—for the man who must have everything concerning 
federal taxes affecting business and individual tax- 
payers. Week in, week out, the Standard’s informative 
issues rush to subscribers complete details on every twist 
and turn of pertinent federal tax law, as it breaks. Fea- 
tured are authoritative full texts of laws, regulations, 
rulings, court decisions, forms, and related facts and 
information—all explained and tied into the over-all 
picture with helpful, understandable editorial comments. 
Current subscription plan includes 7 “bring-you-up-to- 
date” Compilation Volumes and companion Internal 
Revenue Code Volume. 
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PENSION PLAN GUIDE—A specialized Reporter for all 
concerned with drafting, qualifying for federal tax ex- 
emption, operating and administering employee-benefit 
plans. Regular releases make clear the what, how and 
why of statutory and practical requirements that shape 
and mold private programs. In addition to profit-sharing 
and pension planning, coverage includes: Group Insur- 
ance Plans, Executive Compensation Plans,. Fringe 
Benefits, Investment of Employee Trust Funds, Pay- 
ment of Benefits, Guaranteed Annual Wages. All ar- 
ranged in one loose leaf Volume. 


SINCLAIR-MURRAY CAPITAL CHANGES REPORTS 
(Produced and published by Sinclair, Murray & Co., 
Inc. —a wholly-owned subsidiary of Commerce Clearing 
House, Inc.) When capital changes affect income from 
an investment portfolio, how can the Tax Man get the 
facts and information needed for correctly computing 
gain and loss for federal income tax purposes? In three 
loose leaf Volumes the complete capital changes histories 
of over 12,000 corporations are set forth. Fast, regular 
loose leaf Reports cover federal tax aspects of: stock 
rights, stock dividends, reorganization security ex- 
changes, liquidating distributions, dividends on pre- 
ferred stock redemptions, non-taxable and capital gains 
cash dividends, interest on bonds “traded flat,” amortiz- 
able premium on convertible bonds, and the like. 
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FEDERAL TAX GUIDE REPORTS—Edited and produced 
particularly for Tax Men who must stay abreast of un- 
folding developments concerning the federal income 
taxes of the average taxpayer, the ordinary corporation 
or individual. Swift weekly issues provide quick access 
to essential facts and information—changes in statutes, 
amendments, regulations, decisions, official rulings, and 
the like. Subscription includes two loose leaf Compila- 
tion Volumes replete with pertinent law texts, Commit- 
tee Reports, rulings, decisions, explanations, examples, 
charts, tables, check lists. 


PAYROLL TAX GUIDE—For dependable, continuing 
help in handling the payroll problems involved under 
federal income tax withholding, federal social security 
taxes on employers and employees, federal wage and 
hour regulatory provisions, state and local income tax 
withholding, and unemployment insurance contribu- 
tions. Spans the whole workaday world of pertinent 
statutes, rulings, regulations, decisions, returns, forms, 
reports and instructions. No law texts, no regulations— 
instead plain-spoken explanations of “payroll law” 
make everything instantly clear. Encyclopedic Compila- 
tion Volume included. 


STATE TAX REPORTS—Tax Men everywhere welcome 
the special assistance of CCH’s State Tax Reports. Forty- 
eight states and the District of Columbia are each in- 
dividually covered in separate reporting units. Swift, 
accurate, convenient, the informative regular “Reports” 
for each unit keep pertinent state tax facts and informa- 
tion constantly up-to-the-minute. Coverage includes new 
laws, amendments, regulations, rulings, court and ad- 
ministrative decisions, return and report forms—in 
short, everything important and helpful in the sound 
and effective handling of corporate or individual state 
taxes and taxation. One or more loose leaf Reporter 
Volumes for each unit included under subscription at 
no added cost. 


“There’s a CCH Topical Law Reporter To Fill 
Every Tax Law Need, Every Business Law Need” 


Write For Further Details 
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CHICAGO 30 
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